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Tax planning for the professional 


firm; formation and operations 


by LAURENS WILLIAMS 


Careful tax advance planning is necessary to secure the substantial tax benefits 


available to partners. In this article Mr. Williams covers the problems arising at 


formation and in the ordinary operation of a service partnership. A second article 


will concern itself with planning for admission and retirement of partners and the 


tax advantages and hazards arising at those times. 


A PROFESSIONAL PARTNERSHIP, that is 
to say a firm of individuals who per- 
form services of a professional nature, 
has characteristics which distinguish it 
from the ordinary commercial partner- 
ship and give it particular tax prob- 
lems. However, the income of a_pro- 
fessional partnership ordinarily will be 
generated principally by the personal 
services rendered by the partners them- 
selves. Thus there are few problems re- 
specting the nature or character of 
partnership income. 

Capital ordinarily is not an important 
income producing factor. However, this 
is not to say that a professional partner- 
ship may not have substantial capital 
and business assets of substantial value. 


For example, a medical or dental part- 


nership may require very expensive 
equipment, such as high-cost X-ray 


machines; a law partnership will need 
a good law library; architects, equipment 
useful in production of plans; and en- 
gineers, equipment and treatises. All 
such partnerships require furniture, fix- 
tures office equipment. In _in- 
stances, professional partnerships may 
own, rather than rent, their office quar- 
ters. Moreover, every professional part- 
nership will require cash working capital 


and 


to meet its operating expenses because 
fees do not flow in on a uniform, fixed, 
schedule. In instances this cash working 
capital need is substantial. The capital 
account of a professional partnership 
ordinarily will be fixed in amount and, 
because of the frequency of periodic dis- 





tributions to partners, generally does 
not fluctuate as in the case of a com- 
mercial partnership. In general, there- 
fore, the tax treatment of the capital 
of professional partnerships does not 
create any substantial tax problems. 


Characteristics of partnership 

A professional partnership will have 
little or no inventory; the few supplies 
it needs ordinarily will be expensed. 
However, the usual professional part- 
nership will have unrealized receiv- 
ables, representing its rights to pay- 
ment for services rendered or to be ren- 
dered.? Since a professional partnership 
ordinarily uses the cash receipts and 
disbursements method of 
the amount and value of its untaxed 
unrealized receivables may be substan- 
tial. The tax treatment of these un- 
realized receivables creates some of the 
major tax problems in planning for vari- 
ous transactions involving shifts in and 
transfers of interests in the partner- 
ship. 

Another characteristic of the profes- 
sional partnership which gives rise to a 
number of tax problems is its fluctuating 
membership. Partners continually are 
coming in and going out. In the normal 
process, young associates are hired and 
trained and after sufficient development, 
are admitted to partnership. Older part- 
ners eventually retire or die. This fluctu- 
ation in membership is the principal 
cause of most professional partnership 
tax problems. 


accounting, 


To begin at the beginning, the first 
tax problems to consider are those aris- 
ing on the formation of a partnership. 
With an exception which will be noted 
later, there is no immediately taxable 
gain or deductible loss on the creation 
of a partnership. No gain or loss is 
recognized on the contribution of prop- 
erty to the partnership in exchange for 
an interest in the partnership.3 The 
contribution of property to the partner- 
ship in return for an interest in the 
partnership is treated as a taxfree ex- 
change. In the hands of the partnership, 
the property simply takes the contribu- 
tor’s adjusted basis at time of the trans- 
fer.4 If, at the time of its contribution 
to the partnership, the property happens 
to have an adjusted basis in the con- 
tributor’s hands equal to its value, this 
carryover of the contributing partner's 
adjusted basis presents no problem. 

But, ordinarily, contributed property 
will have a value which is greater or 
less than the contributing partner’s ad- 
justed basis. Thus a problem arises be- 
cause of the fact that no gain or loss 
is recognized on the transfer and the 
partnership takes the same basis as that 
of the contributor. Assume, for exam- 
ple, that A contributes depreciable prop- 
erty with an adjusted basis in his hands 
of $500 but which is worth $1,000, that 
B contributes $1,000 cash, and that each 
receives a half interest in the partner- 
ship. The partnership thus has $1,000 
cash and property which, though worth 
$1,000, has a tax basis of only $500. 
How shall the depreciation allowances be 
allocated between Partner A and Part- 
ner B? If the partnership sells the prop- 
erty, how shall you allocate, between 
1 At the outset, it also is appropriate to note that 
the rights and obligations of partners inter sese 
and in respect of third persons are determined by 
the applicable state law which, in important in- 
stances, may be entirely different than the treat- 
ment provided in Subchapter K of the Internal 
Revenue Code of 1954 for Federal tax purposes. 
Such considerations—which may be cf overriding 
significance—are beyond the scope of this paper, 
which is concerned only with Federal tax conse- 
quences. 

No significant case law has as yet developed 
under Subchapter K. Thus, the principal sources 
for this paper are Subchapter K itself, the Com- 
mittee Reports accompanying H.R. 8300, 84th 
Congress, the Regulation, and the Reports of the 
Advisory Group on Taxation of Partners and Part- 
nerships of the Subcommittee on Internal Revenue 
Taxation of the Committee on Ways and Means, 

House of Representatives, the Hearings thereon, 
and H.R. 4460, 86th Congress, Ist Session. Fre- 
quent references are made throughout the paper 
to the recommendations of the Advisory Group on 
Subchapter K because of the likelihood that many 
of their recommendations will result in amend- 
ments of the statute. 

In addition to those sources, the following bibli- 
ography may be helpful: 

Bromberg, “Sale of a Deceased Partner’s Inter- 
est,” 37 Taxes 685 (August, 1959). 


Jones, “‘The Law Partnership Agreement,” The 
Practical Lawyer, Vol. 2—No. 5 (May, 1956, p. 
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Partner A and Partner B, the portion 
of the gain or loss on the sale which 
is due to the $500 spread between the 
partnership’s original $500 basis and 
the property’s $1,000 value at the time 
of contribution to the partnership? 


Depreciation 


Under the general rule, the deprecia- 
tion allowances and the gain or loss 
on the sale of contributed partnership 
property will be treated just like de- 
preciation deductions and gain or loss 
on sale of any other partnership proper- 
ty.5 In other words, they will be treated 
just as though the partnership itself had 
purchased the property at the contribut- 
ing partners’ adjusted basis. Thus the 
depreciation allowances and gain or loss 
will be shared by the partners in the 
same way that their general distributive 
shares of taxable 
determined.® 


income or loss are 

The Code recognizes the potential un- 
fairness of the general rule, and permits 
the partners to avoid it. The adverse 
impact of this general rule — which 
would penalize partners who contribute 
cash or high basis property vis-a-vis 
partners who low _ basis 
property—may be avoided simply by 
providing in the partnership agree- 
ment for attribution of the entire bene- 


contribute 


fit or detriment of the precontribution 
appreciation or depreciation to the con- 
tributing partner.? The unfair result of 
the general rule also may be avoided 
by including in the partnership agree- 
ment a special formula for allocation of 
depreciation and gain or loss with re- 
spect to particular contributed partner- 
ship property.’ 
Obsolete,”” 
1959). 
Peck, “‘How to Draft a Professional Partnership 
Agreement,” 1956 So. Calif. Tax Jnst. 109. 


Willis, Little and McDonald, “Problems on 
Death, Retirement, or Withdrawal of a Partner,” 


10 Journal of Taxation 152 (March, 


Prac. N.Y.U. 17th Ann. Inst. on Fed. Tazation 
1033. 
Willis, “‘Tax Problems Upon Admission of a 


New Partner; Planning the Partnership Agree- 
ment with respect to Death or Retirement of a 
Partner,”’ Sixth Annual Tulane Tax Inst. (1957), 
p. 496. 

Willis, “Income-Tax Problems of the Profes- 

sional Partnership,” The Practical Lawyer, Vol. 
2—No. 7 (November, 1956) p. 66. 
*Section 751(c); Reg. 1.751-1(c). (All footnote 
Section references are to the Internal Revenue 
Code of 1954). 

Section 721. 

‘Section 723. 
Section 704(c) (1). 
* Section 704(b). 
Section 704(c) (2). 
* Section 704(b) (1). 

Section 704 Reg. 1.704-1({e). 

Section 704(e); Reg. 1.704-1(e) (1) (iv). 

" Reg. 1.721-1(b) (1). Cf. Section 351(a), which 
specifically excludes services from “‘property” that 
may be transferred tax free to a controlled corpo- 
ration for its stock. 

“Recommendation No. 10, Revised Report of the 
Advisory Group on Subchapter K of the Internal 
Revenue Code of 1954 (on Partners and Partner- 
ships), December 31, 1957, page 20. See also Sec- 
tion 721 of Subchapter K of Section 2 of H.R. 
4460, 86th Congress, lst Session. 
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BEGINNING THIS MONTH James O. 
Hewitt, of San Diego, becomes editor 
of the Partnership Department of the 
Journal of Taxation. Mr. Hewitt, 
who is a member of the California 
Bar and a certified public account- 
ant, is a partner of the San Diego 
law firm of Luce, Forward, Hamilton 
& Scripps. 

Mr. Hewitt is active in the Ameri- 
can Bar Association and is now serv- 
ing on two committees of its Sec- 
tion of Taxation; the partnership 
committee and the special committee 
on Subchapters R and S. He is also 
a member of the Committee on Pen- 
sion and Profit Sharing Trusts of 





JAMES O. HEWITT BECOMES EDITOR OF THIS DEPARTMENT 


the Section of Real Property, Pro- 
bate and Trust Law of the ABA. 
As a CPA Mr. Hewitt is a member 
of the American Institute of CPAs 
and of the California State Society, 
in which he serves on the taxation 
committee of the state group and is 
chairman of the San Diego Chapter. 
A member of the faculty of the 
University of San Diego Law School, 
Mr. Hewitt is well known as a writer 
for the tax journals and as a lecturer 
at tax institutes. Last fall he was one 
of the speakers at the Southern Cali- 
fornia Institute. The Editors wel- 
comed Mr. Hewitt, and commend 
his labors on their behalf to readers. 








The general rule that partners share 
depreciation allowances, and gain and 
loss on sale of contributed property, in 
the same way they generally share part- 
nership income and loss has been criti- 
cized on the ground that it affords an 
opportunity for shifting income and de- 
ductions between partners. It theoreti- 
cally does offer such an opporunity. 
However, ordinarily the prospective part- 
ners will be dealing at arms’ length and 
this alone will prevent tax avoidance 
by use of the general rule. In unusual 
non-arms’-length as 
those involving family partnerships, 
there does appear to be a potential for 
shifting some income from high brackets 
to lower brackets within a family group. 
While the family partnership rules pro- 
vide special controls to prevent tax 
avoidance,® they were not designed to 
meet this type of problem; moreover, 
the family partnership provisions apply 
only to partnerships in which capital 
is a material income-producing factor.1° 


situations, such 


Interest for services 

The exception to the general rule 
that no gain or loss is realized in con- 
nection with the creation of a partner- 
ship relates to situations in which a part- 
ner receives a capital interest in the 
partnership in return for services ren- 
dered or to be rendered to the partner- 
ship. Although Section 721 of the Code 
states categorically that no gain shall be 
recognized on the exchange of “prop- 
erty” for a partnership interest, the 
Regulations take the position that “serv- 
ices” are not “property” and that, ac- 
cordingly the receipt of a capital interest 
in return for services gives rise to ordin- 


ary income—as compensation for per- 
sonal services.!1 The Advisory Group on 
Subchapter K has recommended that the 
statute be amended to give specific statu- 
tory authority for the principle em- 
braced in the rule of the Regulations.12 
In this connection, care should be taken 
to distinguish between a capital and a 
profit interest in the partnership. What 
a partner in a professional partnership 
ordinarily will receive for his personal 
services is an interest in the partnership 
profits, not an interest in the capital of 
the partnership. Where only an interest 
in partnership profits is received, clearly 
no gain is realized. However, where the 
partner an interest in the 
capital of the partnership, solely in ex- 
change for services, he is receiving some- 
thing of value and accordingly he has 
income. The problem is not likely to 
arise in the usual course of professional 
partnerships, but sometimes does occur 
and therefore must be noted. 

The Regulations provide that the 
amount of the taxable 


receives 


the 
service partner who receives a capital 
interest in return for his services to the 
partnership is the fair market value of 
his interest in the capital at the time 
he acquires it. If the transfer is condi- 
tional upon future services being ren- 
dered to the partnership, the Regula- 
tions provide that the amount of the 
income is the value of the capital in- 
terest when those services are completed. 
In determining the time when the in- 
come is to deemed realized—and there- 
fore reportable—the Regulations take in- 
to account any substantial conditions 
or restrictions on the right to withdraw 
or dispose of the capital interest and fix 


income to 
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the time of realization as the time when 
such conditions or restrictions are with- 
drawn or expire.18 These, of course, 
would include not only conditions and 
restrictions embodied in the agreement 
—though that is the better place to spell 
them out—but also any restrictions im- 
plied under or imposed by applicable 
local law. 

The Advisory Group on Subchapter 
that the 


partner not be taxed on any apprecia- 


K has recommended service 
tion in value of the capital interest at 
the time he receives it over its tax basis 
at that time to the transferor partners 
as determined by their shares of the 
adjusted basis of the partnership prop- 
erty. They also have recommended that 
the service partner not be taxed on any 
appreciation in value of the capital in- 
terest in the partnership which occurs 
after the exchange takes place. The Ad- 
that the 
partners relinquishing capital interests in 


visory Group also proposes 
the partnership to the acquiring service 
partner be allowed either a deduction 
(if 
basis of their partnership interests to 


an expense) or an increase in the 


reflect economic loss on the transfer.14 


Property not contributed 
Brief 
other possibilities for handling property 


mention should be made of 
that is owned by a partner and which 
is needed by the professional partner- 
ship. The parties may have a sale of 
the property between themselves prior 
to contribution of it to the partnership. 
Such a sale, if recognized, would give 
rise to gain or loss to the selling party, 
and give the purchasing party a new 
basis in the property. However, such a 
might be viewed 


transfer as ‘2 


the 


“step 


transaction,” in which case pur- 
ported pre-contribution sale would be 
ignored by the Internal Revenue Serv- 
ice.15 Moreover, such a sale between 
the parties prior to contribution of the 
property to the partnership would com- 
pletely iron out the problems caused 
by the spread between the basis and 
value of the property, only if there is 
a complete sale of the whole of the 


property, since the sale would establish 
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the basis of the property at the sales 
price to the other parties only to the 
extent of their interest in it. 

Another possibility, subject to the 
step transaction rules, is sale of the 
property directly to the partnership pre- 
ceded or followed by contribution of 
cash instead of contribution of the prop- 
erty to the partnership in return for an 
interest in the partnership. Such a sale 
presents an opportunity to realize losses 
on property that has diminished in value 
and, in the case of depreciable property 
which has enhanced in value, to step up 
the basis in the hands of the partner- 
ship in the process of the acquiring of a 
capital interest—and at a cost of only a 
capital gain to the selling partner. If the 
selling partner has a_ proportionately 
large interest in the partnership, pay- 
ment of a capital gain tax may be a 
good price to pay in return for this 
realization of the benefits of increased 
depreciation allowances. 

However, the Code contains two pro- 
visions designed to minimize large tax 
avoidance through use of this method. 
The first provision disaliows any loss on 
the sale if the partner making the sale 
owns more than 50% interest in the 
partnership capital or profits.16 The sec- 
ond provision treats the gain to the 
partner as ordinary income if the part- 
ner owns more than 80% interest in the 
partnership and if the property trans- 
ferred is other than a capital asset (as 
defined in Section 1221) in the hands of 
the transferee.17 In both instances the 
attribution rules of Section 267(c) of 
the Code are in general applied in de- 
the percentage of owner- 
ship.18 The Advisory Group on Sub- 
chapter K would amend the second pro- 
vision to bring it in line with Section 
1239 of the Code, which covers sales to 
controlled corporations.1® At present, it 


termining 


is broader in coverage than the rule un- 
der Section 1239, which only applies to 
depreciable property. 

There are other methods for handling 
property owned by a partner which is 
needed by a professional partnership. A 
partner may loan or rent such property 
to his partnership. Where the limita- 


tions with regard to the sale of de- 


preciable property apply, or the partner 


does not wish to realize gain in any 


event, it might be wise for the partner 
to rent the depreciable property to the 
partnership—in which case the partner 
renting the property to the partnership 
rental income, and the 


would realize 


partnership would have an ordinary de- 

















duction for the rental payment. The a 
renting partner, in his capacity as a di 
partner, would receive the benefit of 
his share of such rental deduction, and 33 
would continue to have his depreciation ah 
allowances. wae 
Other important matters which should . 
be determined at the beginning of the Be. 
partnership are its choice of accounting itt 
method and the problem of its taxable } £3 
period. There is no restriction in the | fi 
Code on the choice of an accounting = 
method. Accordingly, the partnership | pia 
may adopt an accrual method of ac- : 
couting for tax purposes even though a 
the partners are on the cash receipts and Pe 
disbursements method, and vice versa. | ; 
The accrual method ordinarily will not hi 
be any particular tax benefit to a pro- ha 
fessional partnership. Since the cash | do 
method is more flexible than the accrual s 
method, ordinarily it will benefit a pro- ee 
fessional partnership to adopt the cash Hs 
method. Under that method the part- a5 
nership will only report income from api 
fees when they are received, and will Rat 
take deductions for its expenses when os 
they are paid. Thus, by timing the bill- : rae 
ing and collection of fees and the pay- | a 
ment of expenses, the professional part- | pis 
nership on the cash method of account- inde 
ing will have a measure of control over wie 
its net taxable income. at 
Accounting method Org 
One of the important tax advantages Fi 
which many professional partnerships } expe 
enjoyed in the past—the free choice of | Cie 
its accounting period—has been largely Ling 
eliminated by the 1954 Code. The bene- capi 
fit of the old system was that it enabled ‘ dure 
the partners to postpone their indi- sank 
vidual reporting of partnership income | omm 
through the technique of placing the appl 
partnership on a different accounting Pe 
period than their own. Assume for in- ft oe 
stance that the partners were reporting | sina 
on the calendar year, which is the usual 
case. Under the 1939 Code, the partner- | Allox 
ship might have been placed on a | 
January fiscal year, in which event the sheiins 
reporting of eleven months’ income fee's 
would have been postponed. The de- simp! 
ferment was due to the fact that a! ame 
partner reports his share of partnership | ie’ s 
income in his individual return for the | ship 
taxable year with which or within which } perm: 
the partnership taxable year ends.” hati: 
Moreover, this made possible a “one- dee, 
shot” tax saving at the start—though at j signer 
the expense of potential “bunching” at| condi 
the end. cial j 
Under the 1954 Code, however, a part-{ ie: 


4 
f 











nership cannot adopt a taxable year 
different from that of all of its principal 
unless it establishes to the 
satisfaction of the Commissioner a busi- 
ness purpose therefor. For this purpose, 
a principal partner is one having an 
interest of 5% or more in partnership 
profits or capital.21 Most professional 
partnerships will have partners who have 
at least a 5% interest therein. Moreover, 
most of such partners will report their 
individual incomes on the calendar year 
accounting period. Accordingly, a new 


pa rtners, 


professional partnership ordinarily will 
be required to use the calendar year for 
reporting its income. 

I think it rather clear that only in 
highly unusual situations could a pro- 
fessional partnership successfully apply 
for permission to adopt an accounting 
period other than that of its principal 
partners. For example, an accounting 
firm which primarily serves clients in 
a specialized area which calls for using 
a particular fiscal year conceivably might 
receive permission from the Internal 
Revenue Service to adopt a “natural 
fiscal year ending during its 
slack period of business activity. How- 


business” 


ever, it would be a most unusual case 
the 
would permit the adoption of such a 


indeed in which Commissioner 


fiscal year. 


Organization expenses 


Finally, a word about organizational 
expenses. Several decisions of the Tax 
Court have held that legal fees incurred 
in the organization of a partnership are 
capital expenditures, and cannot be de- 
ducted by the partnership.22 The Ad- 
visory Group on Subchapter K has rec- 
ommended a provision similar to that 
ipplicable to corporations, permitting 
deductions of organizational expenses 
of a partnership over a five year pe- 


riod.23 


illocation of partnership income 


Ordinarily the income of a_profes- 
sional partnership will consist solely of 
lees for services, and usually this income 
simply will be allocated among the part- 
ners in accordance with their distribu- 
tive shares as provided in the partner- 
ship agreement. The Code, however, 
permits the use of special ratios for 
sharing particular items of income, de- 
duction, etc. so long as they are not de- 
signed for tax avoidance purposes.?4 Ac- 
cordingly, the partners may adopt spe- 


cial 


income formulas as, 


for example, 
to encourage new partners to bring in 





new business from certain clients or 
from certain areas. Moreover, because 
the partnership agreement may be 
amended for tax purposes up until the 
time originally prescribed for filing the 
return for the year, the partners may 
amend the partnership agreement after 
the close of the particular year, as, for 
example, to reward special accomplish- 
ments of partners for work done during 
the year.25 


Guaranteed payments 

A professional partnership may have 
occasion to use so-called “guaranteed 
payments.” These are payments made to 
partners in return for services or for 
the use of partnership capital, which are 
determined without regard to partner- 
ship income.26 In other words, they are 
payments which must be made regard- 
less of whether there is any partnership 
income with which to pay them. Such 
payments are treated, for tax purposes, 
as though they had been made to a 
person Such 
payments are ordinary income to the re- 
cipient partners and are reported in 
the that distributive 
shares of partnership income are re- 
ported.27 The partnership receives busi- 
ness expense deductions for such pay- 
ments. A typical situation in which a 
professional partnership may wish to 


who was not a partner. 


same way their 


use guaranteed payments arises when an 
associate is made a partner. In such case 
the partnership may wish to guarantee 
the new partner that he will at least re- 
ceive the same income he earned while 
he was an associate. Another example 
is the situation in which one or more 
of the senior partners have provided 
more than their proportionate share of 
working capital of the firm, in which 
case the partnership may make guaran- 
teed interest payments for the use of 
such excess capital. Rental by the part- 
nership of property owned individually 
by a partner is another illustration. 


Losses 


A special provision in the Code limits 
the amount of a partner’s deduction for 
partnership losses to the adjusted basis 


*8 Reg. 1.721-1(b) (1). 

4 Recommendation No. 10, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 12 supra. 
See also Section 770 of Subchapter K in Section 2 
of H.R. 4460, 86th Congress, Ist Session. 

1 See Reg. 1.721-1(a). 

16 Section 707(b) (1). 

17 Section 707(b) (2). 

18 Section 707 (b) (3). 

1% Recommendation No. 8, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 12 supra, p. 
16. See also Section 707(b) (2) of Subchapter K in 
2 of H.R. 4460, 86th Congress, Ist Session. 

20 Section 706 (a). 

*1 Section 706(b). 
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of his interest in the partnership at the 
end of the year in which the loss oc- 
curs.28 However, this limitation would 
not appear to be of importance to pro- 
fessional partnerships. Few professional 
partnerships will last long if they con- 
tinue to incur losses. 


Determining partnership income 


The Code and Regulations contain 
detailed rules for determining the char- 
acter of partnership income in the hands 
of the individual partners.2® In general, 
Subchapter K uses the conduit approach. 
Ordinarily the character rules will not 
create any problems for a_ professional 
partnership because the partnership in- 
come ordinarily will consist of income 
realized from fees for services. However, 
problems may arise where the partner- 
ship has invested in property or re- 
ceives property as fees for services and 
later disposes of such property. Prob- 
lems as to the character of gain or loss 
also arise where the partnership disposes 
of property used in the partnership 
business. 

The Regulations and the Advisory 
Group on Subchapter K interpret Sec- 
702(b) of the Revenue 
Code to mean that the character of any 
partnership income taxed directly to 
the partner under the conduit principles 
of Section 702(a) is to be determined 
at the individual partner’s own level, 
rather than at the partnership level.3° 
There is clear jurisdiction for the Ad- 


tion Internal 


visory Group’s position in view of the 
literal language of Section 702(b)—which 
provides that the character of any item 
of income, gain, loss, deduction or credit 
included in a partner’s distributive share 
shall be determined as if such item were 
realized directly by the partner from the 
source from which realized by the part- 
nership or as if incurred by the partner 
in the same manner as incurred by the 
partnership. Under this approach, sales 
of property by a partnership might re- 
sult in ordinary income to one partner 
who, for example, is a real estate dealer, 
and capital gain to other partners who 
have no real estate operations. 

The Bar has 


American Association 


22 See e.g. Meldrum v. Fenamith, Inc., 20 T.C. 790, 
807, aff’d on other issues, 230 F.2d 283. 

23 Recommendation No. 3, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 12 supra, 
p. 9. See also Section 703(b) of Subchapter K, in 
Section 2 of H.R. 4460, 86th Congress, Ist Session. 
*% Section 704(b). 

*% Section 761(c). 

% Section 707(c). 

27 Section 706 (a). 

28 Section 704(d). 

2 Section 702(b). Reg. 1.702-1(b) & (c). 

80 Reg. 1.702-1(b) Recommendation No. 2, Revised 
Report of Advisory Group on Subchapter K, cit. 
ft. 12 supra, p. 6. 
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adopted a resolution recommended by 
its Tax Section to oppose this particu- 
lar recommendation of the Advisory 
Group.®! It wants the statute amended 
to provide expressly that the character 
of any gain or loss on property held by 
the partnership shall be determined sole- 
ly on the basis of the operations and 
activities of the partnership itself. Per- 
haps the difference between the two ap- 
proaches is more apparent than real, 
since the Advisory Group recognizes that 
the dealer’s partnership interest may 
represent a separate investment account 
the other hand, the 
Association recognizes 


and on 
American Bar 

that the dealer may be acting as an 
agent for the partnership and thus 
taint it. It would be an unusual case 
where a professional partnership runs 


to him, 


into any trouble under these provisions. 


Current distributions 

Generally, no gain or loss is recog- 
nized on any current distribution by the 
partnership to the partners, either in 
cash or property. The partner will have 
taxed or will be taxable on his 
share of partnership income whether 


been 


distributed or not. This automatically 
will have increased the basis of his part- 
nership interest; thus any current dis- 
tribution of money usually will merely 
offset previous additions to the basis of 
the partner’s interest in the partner- 
ship.32 There is an exception to the 
general rule that no gain is recognized 
on current distributions of partnership 
property, in the case of disproportion- 


ate distributions of unrealized receiv- 


%l Legislative Recommendation No. 2 of the Com- 
mittee on Taxation of Partners and Partnerships, 
Section of Taxation, American Bar Association, 
approved by the Section of Taxation, and the 
House of Delegates, August, 1959. 

82 Section 731(a) and (b). 

83 Section 731(c) and Section 751(b). A like ex- 
ception applies to appreciated inventory, but the 
professional partnership is unlikely to have such a 
problem. 

*% Recommendation No. 17, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 12 supra, 
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ables.33 (The Advisory Group on Sub- 
chapter K would eliminate this pro- 
vision.34) A proportionate distribution 
of unrealized receivables is not taxed 
when it is received. Thus, if a partner 
receives his proportionate share of an 
unrealized receivable as a distribution in 
kind, no taxable income is then realized. 
However, the unrealized receivable re- 
tains its ordinary character in his hands, 
and ordinary income is realized when, 
later, he collects the unrealized receiv- 
able or makes any other taxable disposi- 
tion of it.35 


Advisory group view 


The Advisory Group has 
mended extension of this rule to pre- 
vent avoidance of tax through a gift of 
the unrealized receivable by the partner 
to some member of his family who then 
sells the property, and who presently is 
accorded capital gain treatment. It rec- 
ommends that the donee—who presently 
takes the basis of the donor-partner— 
also be held to the character rules which, 
in the event of sales by the distributee- 
partner, result in ordinary income.%¢ 

Nor is loss recognized on current 
partnership distributions. The basis of 
distributed property carries 
over from the partnership to the part- 
ner.37 It is treated as a_ taxfree 
change.38 In other words, contributed 
property goes into the partnership tax- 
free and property comes out in current 
distributions taxfree. In each 
there is simply a transferred basis for 
such property. These rules have the ad- 
vantage of great simplicity. Ww 


recom- 


currently 


ex- 


instance 


p. 37. 

% Section 735(a) (1). 

%6 Recommendation No. 18, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 12 supra, 
p. 26. See also Section 750, in Section 2, H.R. 4460, 
86th Congress, lst Session. Quaere: May not the 
gratuitous assignment of unrealized receivables be 
vulnerable under present law under the familiar 
“assignment of income” doctrine of Lucas v. Earl 
and like decisions ? 

87 Section 732(a). 

88 Section 731 in conjunction with Section 732. 


New partnership decisions this month 





Family partnership upheld; no_ col- 
lateral estoppel. ‘Taxpayers 


brothers who operated a limited part- 


are two 
nership which manufactured Stanback 
headache powders. In 1937 and 1938, 
each transferred a 6% interest in the 
partnership to each three 
created for the benefit of his wife and 
children. The trusts therefore held total 
interests of 36%. For 1938 1939, 
the Commissioner attempted to attribute 


of trusts 


and 


all of the partnership’s income to the 
taxpayers on the ground that the trusts 
were invalid under the Clifford doc- 
Tax 
Commissioner 


trine, but was overruled by the 
Court. 1941, the 
again attempted to allocate all partner- 
ship income to the taxpayers. This time, 
he recognized the validity of the trusts, 
but contended that the partnership was 
invalid because there was no bona fide 
intention that the trustees should be 


For 








partners in the proprietary medicine 
business. A jury found for the govern- 
ment, and for 1942, taxpayers apparent- 
ly acquiesced in the Commissioner's 
position. For 1943-1949, taxpayers con- 
tested his assessments on the dual 
ground that the court decision for 1941 
was incorrect and the trusts must be 
recognized for tax purposes as owners 
of the income which their capital in- 
terests produce. The Tax Court re- 
jected the first ground under the doc- 





Pa 





trine of collateral estoppel. The court } aks 
agreed in principle with the second | 
ground, but it treated the trusts’ capital | 
interests as a loan and limited trust in- 
come to a reasonable return thereon. : Recer 
This it fixed at 10% of the gift tax F these 
valuation of the trusts’ capital interest | ion 
plus 10% of the trusts’ share of a sur- | 
 cabilit 


plus capital account which arose after 
the creation of the limited partnership. 

This court reverses. Section 340 of the 
Revenue Code of 1951 legitimized family 
partnerships and applied the basic rule 


Payne 


awaite 


: ‘ EC 
of Blair, a 1937 Supreme Court case. If ! R . 
> , ‘ ¢ Str 
one owns an interest in a family part- | Bena s 
f : § hand i 
nership, he must be recognized as a | may 
‘ ‘ er 
partner though he acquired the interest } oll 
D : collaps: 
by gift. On the collateral estoppel issue, t I 
. : ) the tax 
this court holds that it should not be}; . 
; ‘ 7 in two 
applied when, because of changing rules Paes 
: ‘ : > bu 
and theories of taxation, a different re- 
; ‘ : , ; ‘ almost 
sult is required if uniformity in taxa- 
* . a “ / 3 taxpaye 
tion is to be achieved. The finding that Prot 
aoe ob: 
the trusts are the real owners of 36% of | . 
‘ } sions a 
the business compels that they be taxed § ,, ishae 
cna, ee substal 
on 36% of the profits. [Section 704(e) xf Sect; 
. . C ectl 
of the 1954 Code is a substantial adop-| . 
) Section 


tion of 1951 provision.—Ed.] Stanback, 
CA-4, 11/4/59. 


} corpora 
with a» 
| fore the 
Hee ee 
income 


Partner taxable on “salary” in excess 
of income [Acquiescence|. Taxpayer was 
a member of a construction partnership; erty.” A 
. perty.”” J 
salaries were payable to three partners | BA ; 
- ay vhen th 
and the net after salaries divided among}, ., 
‘ P 9, 6/29/ 

all five. The total capital contributed dae 
ek st un 

had less than $2,500, the work} 


j : jtation is 
being financed by construction loans. 





been 

‘distribut 
realizatic 
income 


For the year 1952 taxpayer had a salary 
of about $50,000, his share of the !oss 
was about $27,000. The Tax Court held 


the full salary taxable as received under} Sorin, 28 

e ° ° . payne, 30 

claim of right. It limited the loss how- (CAs 6/29 
eee a 

ever to the capital invested. [Under the) (1957) ’ a3 


1943 Code guaranteed salaries to part-{ iie).7¢™ 
ners are treated as an expense and, while} 3% yee 
a partner may not deduct losses in ex- rf YEN 
cess of his basis, the basis is increased wars Gert 
for his share of partnership liabilities—} (7/14/59) 
Ed.] Stout, 31 TC No. 124, acq., IRB}iins°'39°% 
1959-48. eae 











\- ; “TAX PROBLEMS OF 


Corporate 





Payne, Kelley, other recent cases, add new 


“e- 


ied uncertainty to collapsible provisions 


rt 

nd 

tal by WILLIAM M. RYAN 
in- 4 ; f 

vs Recent cases have clarified some parts of Section 341. Mr. Ryan here analyzes 
tax | these helpful cases and then turns to Payne, which in dictum proposes an interpre- 
€st Y tation that would upset what little understanding now exists concerning appli- 
sUur- 

ter | cability of the collapsible corporation statute. The question commented on in 


up. | Payne is now squarely before the Fifth Circuit in Kelley, and that decision is 


the J ’ : 
1 waited with widespread interest. 
nily 


a ECENT COURT DECISIONS have greatly 
i 


strengthened the Commissioner’s 





art | hand in collecting ordinary income tax 
* under Section 341. Of the 23 cases on 
“Fest 9 collapsible corporations! decided to date, 
suc T the taxpayers have won only four?—and 
t be fin two of those’ the Commissioner had 
rules } the burden of proof—those two would 
? al almost certainly have been lost by the 
7 taxpayers under normal circumstances. 
Oe Probably the most significant deci- 
7o™ ¥ sions are those concerning the word 
taxed ) “substantial,” and its place in the scheme 
OF) | of Section $41. It will be recalled that 
adop- } section 341(b) defines a _ collapsible 
back, corporation as one formed or availed of 

with a view to sale or liquidation “be- 

fore the realization by the corporation 
rss )}... Of a substantial part of the taxable 
4c bac income to be derived from [the] prop- 
ship; ’ At least until a few months ago 
urtners 


when the Payne case (268 F.2d 617, CA- 
among | . : 


6/29/59) came down, it has been al- 


ibuted ; ‘ 
most universally assumed that a corpo- 
wol ; ; Fs ‘ ba 
ration is not collapsible if the sale or 
oans. 5 , : . 
distribution does not occur before the 
salary A * 4 
a realization of a substantial part of the 
re loss 2 
,,imcome to be derived from the prop- 
rt held | 
1 under | ‘Sorin, 28 TC 959 (1958), aff'd. CA-2, 11/23/59; 
Payne 


30 TC 1044 (1958), aff'd. 268 F.2d 617 











ss how-} 6/29/59); August, 30 TC 969 (1958), aff'd. 
y 1F. 2d 829 (CA- 3 6/12/59); Abbott, 28 TC 795 
der the| (1957), aff'd. 258 F.2d 537 (CA-3 1958); Glick- 
sman, TCM 1957-124, aff'd. 256 F.2d 108 (CA-2 
part: ; Burge, 28 TC 246 (1957), aff'd 253 F.2d 

1. while (CA-4 1958); Weil, 28 TC 809 (1957), aff'd. 
ad, W 52 F.2d 805 (CA-2 1958); 688 East Avenue (WD 
s in ext! (6/26/59); Levenson, 157 F. Supp. 244 (ND 
; 1957); Butler, 148 F. Supp. 197 (ND Ala. 








; Gerber, 32 TC No. 115 (9/18/59); Sterner, 


-reased 
= E 2TC No. 106 (8/28/59); Jacobson, 32 TC No. 77 


yilities.— Ve 14/59), appeal pending (CA-3); Spangler, 32 
BI TC No. 67 (6/30/59), appeal pending (CA-4); 
, IR ya 32 TC No. 61 (6/17/59), appeal pending 


CA-2); Weaver, 32 TC No. 40 (5/29/59); Kelley, 








erty 
aside for 


(whatever 
the 


that means). 
moment the questions 
raised by the Payne case, the only prob- 
lems were: (1) Does the word 
stantial” refer 


Leaving 


“sub- 
to the realized or to the 
unrealized portion of the income? (2) 
How much is “substantial”? These ques- 
tions have recently been litigated. 


Realized or unrealized 


Until the appellate decision in Ab- 
bott (258 F.2d 537, CA-3 1958), nearly 
everyone had assumed, apparently, that 
a corporation would not meet the col- 
lapsible definition if, at the time of the 
sale or distribution, it had already 
realized a substantial part of the income 
expected to be derived from its prop- 
erty.4 This interpretation is the obvious 
one that would be derived from a read- 
ing of the statute, and there is nothing 
to the contrary in the Regulations or 
Congressional Committee Reports. 

In Abbott the Tax Court5 apparently 
intended to hold only that the income 
already realized at the date of liquida- 
tion (10.8%) was not a substantial part 
of the total income to be derived from 
32 TC No. 11 (4/17/59), appeal pending (CA-5); 
Bryan, 32 TC No. 10 (4/16/59); Sidney, 30 TC 
1155 (1958), appeal pending (CA-2); Rechner, 30 
TC 186 (1958); Weaver, 25 TC 1067 (1956); 
Wilson, 25 TC 1058 (1956); Bass, TCM 1959-3 
(1/14/59). 

2 Levenson, Kelley, Weaver and Wilson, 
supra. 

3 Last two cases cited, Note 2 supra. 

4In order to determine the “income to be real- 
ized”’ the entire net income which will be derived 
from the property in the future must be approxi- 
mated as of the date of the sale, exchange or dis- 
tribution. Spangler, 32 TC No. 67 (6/30/59), ap- 
peal pending (CA-4) Kelley, 32 TC No. 11 (4/17/ 


59), appeal pending (CA-5) 
5 28 TC 795. 


Note 1 
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the property.® However, the Third Cir- 
cuit misinterpreted the lower court’s de- 
cision, stating, p. 542: 
“The real question 
statute, however, 


posed by the 
is not whether a sub- 
stantial part of the total profit was 
realized prior to dissolution, but rather 
whether that part of the total profit 
realized after dissolution was substan- 
tial. This was the test correctly applied 
by the Tax Court... .” 

Only a very strained interpretation 
of the language of Section 341(b) can 
lead to the conclusion expressed above. 

In Kelley (32 TC No. 11, 4/17/59), 
the Tax Court specifically rejected the 
Third Circuit’s view taken in Abbott, 
and held that “. . . the question to be 
decided is whether the realized income 
is a substantial part of the net income 
to be derived from the property and 
not whether the unrealized income is a 
substantial part of such net income... . 
The question can by no means be re- 
garded as settled by Kelley, however; 
Abbott the books, and the 
Government has appealed Kelley to the 
Fifth Circuit. [See discussion of the 
Kelley case at 11 JTAX 10, July 1959.— 
Ed.] It might be noted that the Fifth 
Circuit indicated in a 
that similar to those ex- 
pressed by the Third Circuit in Abbott.? 


is still on 


recent decision 
its views are 


Is the “substantial” test controlling? 


“substan- 
amount, 
a substan- 


In ordinary usage, the word 
tial” 


value, 


means “considerable in 
or the like; 
tial gain.”8 Following this definition, 
one-third and one-half have been held 
to be “substantial” portions of the in- 
come to be derived from the property,® 
whereas, 10.8% 
substantial.’’10 

In Payne (268 F.2d 617, decided June 
29, 1959) the Fifth Circuit wrote a 
startling piece of dictum which, if 
adopted, would wreak havoc with this 
area of the law. The Tax Court,!! in 
holding the corporation to be collapsible, 
found that the distribution in question 
occurred before the realization 
substantial part of the income to be de- 


large; as, 


has been held not to be 


of a 


“See Kelley, Note 4 supra. 

7 Payne, 268 F.2d 617 (CA-5 6/29/59). The Court 
of Appeals apparently misinterpreted the Tax 
Court’s decision (30 TC 1044), just as was done in 
Abbott; it stated, p. 622: “. . . we conclude that 
the Tax Court could properly find on the record 
that a substantial part of the income of the cor- 
porations remained to be realized over the 35 re- 
maining years of their expected life.”” (Emphasis 
supplied.) 

8 Webster’s New International Dictionary (1934), 


p. 2514. 
® Kelley, Note 4 supra; Levenson, 157 F. Supp. 244 


(N.D. Ala. 1957). 
10 Abbott, 28 TC 795 (1957), ie on other 
grounds, 258 F. 2d 537 (CA-3 1958) 


1130 TC No. 1044 (1958). 
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rived from the property. On appeal, 
both the Government and the taxpayer 
assumed that the corporation would not 
be collapsible unless such was the case 
The Court of Appeals affirmed the Tax 
Court, based on the premise assumed by 
it and the parties. However, it was 
stated in this connection, p. 622: 

‘“. .. It appears that the Government 
has accepted too difficult a burden in 
supporting the Tax Court’s holding. A 
careful study of this section seems clear- 
ly to require only that the corporations 
be availed of for construction etc. with 
a view to a distribution . . . prior to the 
realization of a substantial portion, etc. 
If the corporation is owned or availed 
of with a view to making the distribu- 
tion prior to realization of substantial 
that it 


necessary for the Commissioner to prove 


income, it seems clear is not 
that such distribution was actually made 
prior to such realization . . .” (Emphasis 
supplied.) 

Thus, the Fifth Circuit indicated that 
test 


the statute and should 


the substantial realization has no 


basis in be dis- 
carded—if that is the law, a corporation 
could be collapsible even though it had 
realized all of the taxable income to be 
derived from its property. This view is 
contrary to the position taken by both 
taxpayers and the Government in litiga- 
tion; it is contrary to specific holdings 
by the Tax Court!? and one District 
Court;13 it is contrary to the views ex- 
the Cir- 


cuit;!14 and it is contrary to the holding 


pressed as dictum by Second 
in several published revenue rulings.1 
Most important, the Fifth Circuit's dic- 
tum is contrary to rather clear expres- 
sions in the Congressional Committee 


The 


whole purpose of the collapsible corpo- 


Reports!® and the Regulations.!* 


ration provision was to prevent ordinary 


income from being converted into 


capital gain by means of a liquidation 
or sale before the corporation realized 


the income to be earned from 


Adoption of the Fifth Cir- 


taxable 
its property 


cuit’s view would extend the statute far 


beyond the bounds indicated by reason 


and legislative history. However, it must 


* Kelley, Note 4 supra. In Weil, 28 TC 809, 815 
(1957), aff'd. 252 F.2d 805 (CA-2 1958), the Tax 
Court stated, correctly it seems: ‘‘. . . The statute 
is concerned with the realization of ‘net income 
from the property.’ It aims at a situation where, 
before a substantial part of that net income has 
realized, the individual stockholders take 
action designed to result only in capital gain...”’ 
> Levenson, note 9 supra. 
‘ Glickman, 256 F. 2d 108 (CA-2 1958). 
> Rev. Rul. 58-241, 1958-1 CB 179; Rev. Rul. 56-104, 
1956-1 CB 178; Rev. Rul. 56-50, 1956-1 CB 174. 
16S. Rep. 2375, 81st Cong., 2d Sess., 1950-2 CB 
547; H. Rep. 2319, 81st Cong. 2d Sess., 1950-2 CB 
449, 
17 Reg. Section 1.341-2(a) (4); see also Reg. Sec- 
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REGULATIONS Sub- 
chapter S reflect-major changes in 
the official interpretation of the law. 
them are the of 
criticism by tax men who felt the 
Regulations did 
reflect the meaning of the 


THE FINAL on 


Some of result 


Proposed not ac- 
curately 
low. In addition these Regulations 
necessarily differ from the Proposed 
Regulations because of the interven- 
ing amendments to Subchapter S 
made by PL 86-376, which became 
law on September 24, 1959. 
An important non-statutory change 
the Final Regulations the 
elimination of Section 1.1372-1(a)(2) 
of the Proposed Regulations. This 


in is 


section of the Proposed Regulations 
denied eligibility for Subchapter S 
election to a corporation in the 
process of liquidation, or which “‘con- 
templates” such liquidation in the 
near future. The elimination of this 
provision indicates that the Service 
agrees it may have stretched the Code 
words too far and imposed a very 
1ebulous test of eligibility. 

A significant addition to the Final 
Regulations is the grace period ex- 
tended shareholders of electing corpo- 
rations to file consents to the elec- 
tion. If a timely corporate election 
was filed, and would be valid but for 
the fact that a shareholder failed to 
file his consent thereto, or such con- 


defective 


sent was in any manner, 
then such shareholder has _ until 
March 1, 1960 to file a proper con- 


sent and sustain Subchapter S status 





FINAL 





SUBCHAPTER S REGULATH ppt 


of the corporation. This grace period 
applies both to shareholder consents 
to the initial corporate election, and 
also to consents filed by new share- 
holders of an already electing corpo- 
ration. 

One of the changes in the new 
Regulations regarding the controver- 
sial “personal holding company in- 
come” provisions of Section 1372(e) 
(5) is an expanded definition of “gross 
receipts.” The Proposed Regulations 
excluded from the definition of “gross 
receipts” all amounts received in non- 
the 
not recog- 


taxable sales or exchanges to 
extent such amounts are 
nized for tax purposes. The final 
Regulations include proceeds from 
non-taxable liquidating sales or ex- 
changes under Section 337 within the 
definition of “gross receipts.” Pro- 
ceeds from all other non-taxable sales 
or exchanges are excluded from such 
definition to the extent taxable gain 
is not recognized. This change in 
definition of course benefits the 
liquidating corporation which sells 
its assets, by substantially increasing 
the upper limit of investment income 
which may be received without term?- 
nating its election. 

In another change of position, the 
final Regulations exclude from such 
income, royalties 


holding company 


from given capital gains 
1235 (be- 


cause arising from transfers by the in- 


patents 


treatment under Section 
ventor or if by others prior to reduc- 
tion to practice) and royalties from 


timl 
capi 
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that the 


being criticized does no violence to the 


be admitted interpretation 
language of the statute. 

This precise question is presumably 
squarely before the Fifth Circuit for de- 
cision at the present time. An appeal to 
that court was filed by the Government 
in the Kelley case,18 in which the Tax 
Court held that a corporation was not 
collapsible because it had realized a sub- 
stantial part of the income to be de- 
rived from its property prior to the 
sale of its stock. The decision will prob- 
the Fifth 
Circuit in 1960. It is to be hoped that 


ably be handed down by 


the court, upon more careful considera- 
tion, will not follow the Payne dictum. 


If 


stantial-realization 


that dictum is adopted, the sub- 


test will be rele- 


i 


gated from an objective standard to 
a mere evidentiary indication of sub- 
jective intent. It will consequently be 
much more difficult for tax advisors to 


give their clients reliable guidance in 


——o 


| Courts 
) Fourth 
108, C 
765, CA 


i corpora 


this difficult area. | the pro 
When must prohibited “view” exist? ng ha 

| lapsible 

The Regulations indicate that the } peals a 
prohibited “view” (i.e., the view to sell | lations 
or liquidate before the realization of a| adopt a 


substantial part of the income by the 
corporation) or intent must exist at the 
time of construction or purchase, 0! 
that the sale or liquidation must be at 
tributable to circumstances present al 
that time, in order for the corporation 
to be collapsible.19 But, the Regulations 


may be too generous in this regard. The 


though 
cide the 

Althoy 
viously 
Regulati 
ithas mx 
probably 
of Glick 
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Tl) RETREATS ON LIQUIDATION RULE 
? 


reflecting the September 1959 Code 
amendments permits a deceased 
shareholder to receive his pro rata 
Share of corporate losses where his 
death precedes the close of the cor- 
porate taxable year. 

Among several other minor changes 
from the Proposed Regulations, the 
Final Regulations expand the defini- 
tion of a trust which constitutes a 
disqualifying shareholder of a Sub- 
chapter S corporation. The Proposed 
Regulations defined a disqualifying 
trust as one subject to Subchapter ] 
of the Code (including grantor trusts) 
and also voting trusts. Apparently 
fearing the inference that trusts other 
than those specified might not be 
disqualifying shareholders, the Final 
Regulations include in the definition 
all private trusts under Subchapter J, 
(even though the grantor may be 
treated as the owner for income tax 
purposes under Sections 671 through 
678) and in addition all employee 
trusts under Subchapters D and F, 
as well as bank common trust funds 
under Subchapter H. 

This brief summary of some of the 
Final Subchapter S Regulation 
changes is designed merely to remind 
tax practitioners to examine these 
Regulations in detail. These Final 
Regulations were published shortly 
before this issue went to press; more 
detailed examination of some of the 
significant provisions will appear in 
later issues.—Robert J. Kalupa, of the 
Milwaukee, Wisconsin Bar. 








d timber and coal contracts treated as 
ts capital gain under Section 631. 
d Che Final Regulations continue to 
€ include in the definition of “gross 
tC) receipts” all gains from sale or ex- 
change of stock or securities, unre- 
w ¢ duced by losses from such sales or ex- 
er- changes. These Regulations thus 
in differ materially from the Regulations 
(ec) } under the personal holding company 
OSS ‘cross income” rule of Section 543. 
ns These latter Regulations, at Section 
oss 4 1.543-0°1), specify that “gross income” 
on includes only net gains from sale or 
the exchange of stock or securities. 
og: | rhe final Regulations fully discuss 
inal he addition of Section 1371(c) to the 
rom Code pursuant to PL 86-376. This 
€Xx- iddition permits a husband and wife 
the co-owning stock of an electing corpo- 
Pro ration to count as only one share- 
sales older for the election. This liberal- 
such } ized rule applies only for taxable 
gain ears of the corporation beginning 
e in | after December 31, 1959. Also, the 
the } Regulations point out the deletion of 
sells | Section 1504(b)(8) from the Code, 
asing | which has the effect of preventing or 
com erminating the election of a corpo- 
erm ition acquiring 80% control of a 
subsidiary after September 24, 1959. 
1, the} Prior to the enactment of PL 86- 
sucl 76, a corporation could initially 
valties ) elect, and then retain its Subchapter 
gains | § status even though it later acquired 
» (be subsidiary, because of the exciusion 
he it { such corporation from the defini- 
redu ion of “includible corporation” by 
fro Section 1504(b)(8). The third change 
as G 
rd yurts of Appeals for the Second and 
ft sub) Fourth Circuits, in Glickman (256 F.2d 
itly be} 108, CA-2 1958), and Burge (253 F.2d 
sors 765, CA-4 1958), have indicated that the 
nc poration may be “availed of” with 
he prohibited “‘view” at any time dur- 
a ng its corporate life and thus be col- 
gi psible. In Glickman the Court of Ap- 
iat TAC) deals very strongly hinted that the Regu- 
ed: tions are invalid to the extent they 
on Ol ay dopt a more narrow construction, al- 
by te) though it did not find it necessary to de- 
it at t ide the point. 
1aS \lthough the Tax Court has pre- 
st_ be iously cited the above portion of the 
esent Regulations with apparent approval,?° 
poration") it has more recently indicated that it will 
zulations robably adopt the narrow construction 
ird. 1 , 


Glickman and Burge.*1 However, 


there is a ray of hope here—in the 
Payne case,?2 

Fifth expressed possible dis- 
agreement with Glickman and Burge 
and pointed out, in dictum, that the 
statute might very well be construed to 
mean that unless the “view” is held be- 


discussed previously, the 
Circuit 


fore or during construction, the corpora- 
tion is not collapsible. 


Miscellaneous points 


A number of other questions pre- 


sented by the collapsible corporation 
section of the Code have come before 
the courts. On these points there has 
been considerable unanimity of judicial 
thought. 

“Principally.” It will be recalled that 


Section 341(b)(1) defines a collapsible 


corporation as one formed or availed 
of “principally” for construction, etc., 
with a view to liquidation, etc. Some 
taxpayers have contended that the corpo- 
ration must 


be formed 


or availed of 
“principally” for liquidation or sale be- 
fore the realization of a substantial part 
of its income. However, the courts have 
uniformly 


’ 


held that ‘‘principally’ 
modifies ‘“‘“manufacture, construction, or 
production,” etc., rather than “with a 
view to,” and that a corporation may be 
treated as collapsible if manufacture, 
etc., was the principal corporate activ- 
ity. even if a “view to” collapse was not 
the principal objective when the corpo- 
ration was formed or availed of.23 

Completion of Construction. Another 
point that might be mentioned is that 
for purposes of determining whether or 
not the view to collapse existed during 
the construction period, the construc- 
tion is not completed until it is en- 
tirely completed—everything called for 
by the contract, including landscaping, 
etc., must be finished—substantial com- 
pletion is not enough.?4 Presumably, this 
would also be the rule for purposes of 
determining the beginning of the three- 
year holding period under Section 341 
(b)(3) and 341(d)(3).25 

Land value. It has also uniformly 
been held that gain due to increase in 
value of the land on which the construc- 
tion is erected is “attributable” to the 
construction for purposes of the 70% 
limitation now provided in Section 341 
(d)(2).26 This rule should not be ex- 
tended to cover gain attributable to an 
excess of fair market value over basis at 
the time of a taxfree transfer of land to 
a corporation under Section 351. 

The judicial atmosphere in the col- 
lapsible area certainly seems to be ad- 
verse to taxpayers. The Tax Court has 
summed up the situation in the follow- 
ing manner: 

“Ordinarily a 


will be 


considered collapsible when its activity 


corporation 


is principally construction and the con- 
struction is followed by the shareholders’ 
sale of their stock before the corpora- 
tion realizes a substantial part of the 
income to be derived from the construc- 
tion 1.341-5(d), Example (4) (ii). 

18 Note 4 supra. 

19 Reg. Section 1.341-2(a) (3). 

20 Weil, Note 12 supra. 

21 Sidney, 30 TC No. 1155 (1958), appeal pending 
(CA-2). 

22 Note 7 supra. 

3 Weil, 252 F.2d 805 (CA-2 1958); Burge, 253 F.2d 
765 (CA-4 1958); Bryan, 32 TC No. 10 (4/16/59). 
% Glickman, Note 14 supra; Weil, Note 20 supra; 
Mintz, 32 TC No. 61 (6/17/59), appeal pending 
(CA-2). 

23 See Rev. Rul. 56-137, 1956-1 CB 178. 

% Glickman, Note 14 supra; Mintz, Note 24 supra; 
Gerber, 32 TC No. 115 (9/18/59). See Reg. Sec- 
tion 341-4(c). 
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Houston, Texas, law firm of Fulbright, 
Crooker, Freeman, Bates & Jaworski. 
This paper is adapted from part of a 
talk he gave this winter at the Federal 
Income Tax Seminar sponsored by the 
Corpus Christi Chapter of the Texas 
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tion and the shareholders realize gain 


attributable to the constructed prop- 


°27 


erty. 


Subsection (e)—1958 amendment 


In some instances the collapsible pro- 
visions 
what would otherwise be capital gain 
into ordinary income. Witness the situa- 
tion in which stock of a “collapsible” 
corporation owning an apartment build- 
ing is sold;28 or sale of stock of a corpo- 


may operate so aS to convert 


ration owning developed oil and gas 
leases.29 Subsection (e) was added by the 
Technical Act 195830 


in an attempt to prevent that incon- 


Amendments of 
gruous result.3! 

Subsection (e) is wholly an exception 
to the rest of Section 341. It need not 
be 
would be realized under the provisions 
of 341(a)-(d). Subsection (e) may gen- 
erally be applicable in three types of 


considered unless ordinary income 


transactions: 

1. A sale or exchange of stock of the 
corporation; 

2. A liquidation under Section 333; 

3. A sale of assets and liquidation 
337. 


The general theme of Subsection (e) 


under Section 


is that the corporation will not be 


treated as “collapsible” if the unrealized 
appreciation in its ordinary income 


assets does not exceed 15% 


of the corpo- 
ration’s net worth. These ordinary in- 


() 


assets which would result in 


come _ assets, called “Subsection 


assets,” are 


ordinary income if sold by the corpora- 
of 


tion or one its substantial share- 


holders. 

Under Section 337 a corporation does 
not realize gain or loss on sales of cer- 
tain types of assets after adoption of a 
plan of liquidation; however, Section 
337 does not apply to a collapsible cor- 
poration. 

Subsection (e) provides a special rule 
that a corporation shall not be con- 


27 Jacobson, 32 TC No. 77 (7/14/59), appeal pend- 
ing (CA-3). 

28 Many of the cases cited in Note 1 concerned this 
situation. 

2% See Rev. Rul. 57-346, 1957-2 CB 236. 

%o Pub. L. No. 85-866, 85th Cong., 2d Sess. (1958). 
31S. Rep. No. 1983, 85th Cong., 2d Sess. (1958) 
Section 20. 

82 Section 341 (e) (2). 

$3 1958-1 CB 179. 

*% Note 7 supra. 
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sidered collapsible for purposes of Sec- 
tion 337 if these conditions are met: 

1. The net unrealized appreciation 
in “Subsection (e) assets” does not ex- 
ceed 15% of the corporate net worth; 

2. Substantially all of the assets of the 
corporation are sold within the 12 
months following adoption of the plan 
of liquidation; and 

3. No distribution of depreciable or 
depletable property is made to share- 
holders. 

“If these conditions are met the corpo- 
ration may sell its assets taxfree under 
Section 337. However, for purposes of 
determining the character of the share- 
holders’ gain on liquidation, the statute 
purports to impose additional tests at 
the shareholder level. Each more-than- 
5% 
pute the “Subsection (e) assets’ of the 
corporation by including assets which 


shareholder must in effect recom- 


would produce ordinary income in his 
hands; and, each more-than-20% share- 
holder must take into account sales of 
stock in other corporations in determin- 
ing his “dealer” or “non-dealer’’ status. 
If the net unrealized appreciation in 
ordinary income assets of the corpora- 
tion (as recomputed) exceeds 15% of 
the net worth of the corporation, Sub- 
section (e) will not be available to the 
shareholder in determining whether his 
liquidation gain is ordinary income or 
capital gain—in fact, it may possibly 
hurt him.’’2 

This shareholder-level test may be a 
superfluous part of the statute that will 








dilemma. As discussed previously, it has 
been generally assumed that a corpo- 
ration which has realized all of its in- 
come is no longer collapsible—Rev. Rul. 
58-24133 so holds. Of course, the Payne%4 
dictum has cast considerable doubt on 
this. But, assuming that Rev. Rul. 58- 
241 correctly interprets the law, it may 
be argued with seemingly impregnable 
logic that a corporation which has sold 
all of its assets has realized all of the 


seatiin a 











income to be derived therefrom and is 
no longer collapsible, even though the 
gain has not been recognized pursuant 
to Sections 337 and 341(e)(4). If that be 
the case, the shareholder would realize 
capital gain even though he did not 
meet the tests discussed and even though 
the corporation was not taxed on eal 
sale of its assets. This would seem to} 
the congressional intent in 
some measure. On the other hand, tax- | 
ing the shareholder at ordinary rates } 
would cause many shareholders to be 
worse off than they were before Subsec- 
tion (e) was enacted; this could be the} 
case where a sale by the corporation 
would have resulted in only a double! 
capital gains tax under pre-1958 law, } 

f 


~-- 


ay 


frustrate 


which is often less than a single indi- 
vidual tax at ordinary rates. This would 
also be contrary to the intent of Con. 
gress, in that Subsection (e) was in- 
tended to be purely a relief measure. 
The solution to the dilemma may il 
in the Payne rationale—this would be a 
very harsh solution indeed, and one that 
would also be directly contrary to the) 





never come into play—it presents quite a _ over-all legislative intent. *] 
Tax Court renews its Pelton error 
on no need for accumulated earnings 


by JOHN L. PALMER! 
) 


Though Pelton Steel arose under the 1939 Code, the position the Tax Court took 


in that case, and only recently reasserted, casts a shadow on the 1954-Code version| 


. . ° o ‘ ; . } 
of Section 102. Mr. Palmer examines the Tax Court’s by-passing of reasonable 


need as the sole criterion of accumulation and its effect on the current 


Rese AND SERIOUS error of law in the 
application of the accumulated earn- 
ings tax has been perpetuated by the 
Tax Court in the recent case of Young 
Motor Company, Inc. This as 
well as the case of Pelton Steel Casting 
Co.2 which had previously enunciated 


case, 


the error of law, arose under the 1939 
Code. The basic error is this: The Tax 
Court is now committed to the propo- 





Code. 
sition that the Section 102 surtax ap; 
plies if either one or two condition 


exist: 
(a) an accumulation in excess of the 
reasonable needs of the business, or 
(b) the accumulation had as its pur 
pose the prevention of the impositioy 
of surtax on shareholders. 
Although the Pelton opinion cited 
authorities for its holding, a carefu 
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reading of these so-called “precedents” 
leads to the conclusion that in all of 
these cases the courts found that unrea- 
sonable accumulations existed. In addi- 
tion, the cases cited involved exceeding- 
ly flagrant Section 102 violations.? Fur- 
thermore, in at least two of these opin- 
ions, the courts were admittedly confus- 
ing the procedural effect of unreason- 
able accumulations with the substantive 
question of whether Section 102 could 
ever apply, absent an unreasonable ac- 
cumulation. 

Thus, notwithstanding these early 
cases, until the Pelton case was decided, 
it was generally agreed that Section 102 
applied only in those cases where an 
accumulation of earnings beyond the 
reasonable needs of the business has 
occurred. This conclusion was based on 
the unmistakable legislative history 
which clearly indicated that the penal 
legislation was enacted solely to compel 
corporations to distribute any surplus 
not needed for the conduct of its busi- 
ness. In the Senate Report to the Rev- 
enue Bill of 1938 it was stated: 

“Your committee is dealing with this 
problem [tax avoidance through unrea- 
sonable accumulation of corporate earn- 
ings] where it should be dealt with— 
namely, in Section 102, relating to cor- 
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porations improperly accumulating sur- 
plus. The proposal is to strengthen this 
Section by requiring the taxpayer by a 
clear preponderance of the evidence to 
prove the absence of any purpose to 
avoid surtaxes upon shareholders after 
it has been determined that the earn- 
ings and profits have been unreasonably 
accumulated. This will clearly shift the 
burden of proof to the taxpayer in such 
cases.”” (Emphasis supplied).4 

In 1954 Congress again stressed the 
prominence of unreasonable accumula- 
tions in the statutory scheme. Indeed, 
both the House and Senate Reports to 
the 1954 Revenue Bill show that the 
purpose in amending the existing law 

fas “to minimize the threat to corpo- 
rations accumulating funds for legiti- 
mate purposes. . .””5 

The Court has likewise 
recognized that a dominant purpose of 
old Section 102 was to penalize corpo- 
rations which unreasonably accumulated 
their earnings. In The Chicago Stock 
Yards Co. (318 U.S. 693, 699, 63 S.Ct. 
843, 846 1940), it stated: 

“As the theory of the revenue acts has 
been to tax corporate profits to the cor- 
poration, and their receipt only when 
distributed to the stockholders, the pur- 
pose of the legislation is to compel the 


Supreme 
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[Mr. Palmer, a member of the Wis- 
consin Bar, is a member of the firm of 
Whyte, Hirschboeck, Minahan, Harding 
& Harland.) 





company to distribute any profits not 
needed for the conduct of its business 
so that, when so distributed, individual 
stockholders will become liable not only 
for normal, but for surtax on the divi- 
dends received.” (Emphasis supplied). 

It is submitted that when Congress 
amended Section 102 by enacting Sec- 
tions 531-537 the 1954 Code and 
later applied the change in the burden 
of proof to cases arising under the 1939 
Code (Sections 4 and 5, Public Law No. 
367, 84th Cong. Chapter 805, Ist Sess. 
(1955)), it the 
understanding that whenever a taxpayer 
could demonstrate that its earnings had 
not been accumulated beyond the rea- 
sonable needs of the business it there- 


in 


was proceeding with 


132 TC No. 131, 9/30/59. 

228 TC 153, aff'd. CA-7 1958, 251 F.2d 278, cert. 
den. 356 U.S. 958. 

8 United Business Corporation (1930, 19 BTA 809, 
aff'd. CA-2, 1933, 62 F.2d 754); Chicago Stock 
Yards (319 U.S. 693, 63 Sp. Ct. 848, 1940); Whit- 
ney Chain & Manufacturing Co. (1944, 3 TC 1109, 
aff'd. CA-2, 1945, 149 F.2d 936; The Semagraph 
Co. (1944, 3 TCM 812, aff'd. CA-4, 1945, 152 F.2d 
62); Trico Products Corporation (1942, 46 BTA 
346); Wilkerson Daily Corporation, Ltd. (1940, 42 
BTA 1266, aff’d. CA-9, 1942, 125 F.2d 998). 

4S. Rept. No. 1567, 75th Cong. 3d Sess. (1938). 

5 H. Rept. No. 1337, 88rd Cong. 2d Sess. (1954). 
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after “is not subject to the accumulated 


earnings tax.’’6 


Effect on 1954 Code 


Fortunately, this error of law should 
not have any effect for taxable years be- 
ginning in 1954, except in the case of 
“a mere holding or investment com- 
1939 Code the Sec- 
tion 102 penalty surtax was imposed on 


pany.” Under the 
all corporate earnings for any year in 
which is was determined that a viola- 
tion was present. However, 1954 Code 
Section 535(c)(1) requires that for 1954 
and later years, an operating company 
be given an accumulated earnings credit 
in “an amount equal to such part of 
the earnings and profits as are retained 
the the 
ness,” minus certain capital gains deduc- 
tions allowed by Section 535(b)(6). 
Thus, as a practical matter, a finding 


for reasonable needs of busi- 


that an operating corporation’s earnings 
had not been accumulated beyond the 
reasonable needs of the business now 
automatically results in a penalty tax of 
zero. 

It is submitted that Congress had in- 
advertently (but fortunately) corrected 
the Tax Court error of law for 1954 and 
later years even before it was crystallized 
the Pelton 1957. It 


can certainly be expected that in 1954 


in case decided in 


Code cases involving operating com- 


panies the Tax Court will be forced to 
make a finding as to whether an unrea- 


Trunk decision shows 
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sonable accumulation exists. If the find- 
ing is negative, there would seem to be 
no need for the court to inquire as to 
whether the accumulation had as its 
purpose the imposition of the surtax 
on the corporation’s shareholders. 
Although, under the prevailing Tax 
Court view involving pre-1954 years, 
the surtax could be imposed if the in- 
terdicted purpose was present, notwith- 
standing that the accumulations were 
reasonable, that construction should not 
apply to operating companies under the 
1954 Code, because the full accumulated 
earnings credit leaves no earnings sub- 
ject to the penalty surtax. 

If the Tax Court, however, is firmly 
convinced that its position is correct, 
this conviction could certainly taint its 
thought processes. If, for example, the 
court first finds the forbidden purpose, 
it could use this finding as a crutch to 
hold that where the interdicted purpose 
is present, there is ipso facto an unrea- 
sonable accumulation. A careful read- 
ing of the Pelton case leads to a strong 
suspicion that this thought process was 
followed in arriving at that decision. 

Until a 1954 Code case is decided on 
this precise point, no one can predict 
whether Pelton and Young will be fol- 
lowed. Many observers feel that only a 
further statutory amendment will cure 
the error. bs 


6S. Rept. No. 1622, 83rd Cong. 2d Sess. 
page 315. 


(1954), 


way to control time 


of tax on condemnation award 


Ee THREAT OF CONDEMNATION of 
property usually sends the owner to 
his tax advisor right away. And the 
problems the tax advisor must solve 
are not easy. The involuntary conver- 
sion provisions will save property own- 
ers who are willing to reinvest the pro- 
ceeds. But tax planning for the owner 
reinvest is 


who doesn’t 


difficult. 


want to more 
A big stumbling block is the 
slowness with which condemnation pro- 
cedures move and the inability to pre- 
the ap- 
proved and be taxable. Morris A. Kap- 
lan, New York City attorney, has called 
to our attention a recent Tax Court 
case (Trunk, 32 TC No. 104) and sug- 
gests that sale of the right to the award 
may be a practical solution. Consider, 


dict the year award will be 


he says, a corporation owning property 


about to be condemned that would like 


to liquidate during a_ twelve-month 
period, under Section 337, and thus 
eliminate corporate tax on sales within 
that twelve months. Or suppose the 
problem is the bunching of the gain in 
the year of sale. An installment sale is 
particularly desirable for an individual 
whose capital gains tax will be below 
25%, if spread over several years. 

In these not very unusual situations, 
Trunk may provide a helpful pattern, 
though the Trunk situation itself was 
somewhat unusual. The taxpayer was 
the owner of a piece of property which 
she leased early in 1946 to the Kresge 
Company for a chain store. The lease 
provided for the demolition cf the 
building and the erection of a new one 
by Kresge; plans had been drawn for 
the new building and by special provi- 
sion in the lease taxpayer had to ap- 








prove the plans. Leases of other tenants 
in the existing building were to expire 
in October and demolition was to begin 
then. In April the city adopted plans 
for widening the street. Taxpayer real- 
ized that if she could delay demolition 
she would be entitled to an award in- 
cluding damages to existing building 
(the city would take only a few feet of 
the property) and allowances for re- 
building the remaining portion. For- 
tunately, (from her point of view) the 
lease was so worded that Kresge could 
not proceed with the demolition without 
her consent. Being anxious to proceed, 
Kresge finally agreed to pay taxpayer 
$80,000 for her right to the condemna- 
tion award. The Tax Court treated this 
as a recovery of basis. 

As the Tax Court saw it, the princi- 
pal and motivating concern of the tax- 
payer, Clara, in her transactions with 
Kresge was “to realize as much money 
as possible from the threatened con- 
demnation of a part of her property. It 
was apparent to her (or to her advisers) 
that if the condemnation occurred while 
the building still stood upon her prop- 
erty and covered the entire area the 
condemnation award would amount to 
a handsome figure, but, conversely, if 
the building was wrecked by Kresge be- 
fore the award was granted (pursuant to 
Kresge’s design to erect another build- 
ing on her premises), the amount of the 
award would be much less. The pros- 
pects of receiving a large condemnation 
award from the city of New York in 
compensation for damages to a building 
which was shortly to be wrecked any- 
way would be fascinating to most prop- 
erty owners whose civic virtue was not 
equal to that of Cato the Censor. Kresge, 
however, was anxious to proceed with 
the wrecking of the old building and 
the erection of the building 
adapted to its use of the leased premises 
without regard to the effect of its pro- 
posed actions on the amount of the 
condemnation award which Clara might 
receive from the city. Under these cir- 
cumstances and for the purpose of de- 
laying Kresge in its proposed wrecking 
of the building which had suddenly be- 
come valuable to her as a potential sub- 
ject of damage, Clara advanced the 
somewhat technical argument that since 
Kresge could not erect on the 
premises a building with the dimensions 
originally agreed upon, it could not 
erect any building, and obtained a 
temporary restraining order enjoining 
Kresge from demolishing the old build- 
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build 


ing. Therefore, after bargaining and 
negotiations, an agreement was worked 
out whereby Kresge paid Clara $80,- 
000 for ‘all her right, title and in- 
terest in and to any and all condemna- 
tion awards for the land and building’ 
here in question. Clara, being satisfied 
that she had thereby realized all that 
was then possible from her conditional 
right to a condemnation award, imme- 
diately consented to a modification of 
the lease which, inter alia, permitted 
Kresge to proceed with its plan to wreck 
the old building and construct a new 
one of smaller dimensions, and also pro- 
vided for slightly higher rentals to Clara. 

“As we interpret the transaction” the 
opinion continued, “what Kresge bought 
and paid for was Clara’s conditional 
right to a condemnation award. 
Regardless of their reasons, what the 
parties to the transaction did was to buy 
and sell a conditional right to a con- 
demnation award for $80,000. 

“No the transaction re- 
lated to matters customarily connected 


element in 





Unused reserve for bad debts is income 
at liquidation. Taxpayer, a_ banking 
corporation, sold its assets and liqui- 
dated within one year under 1954 Code 
Section 337. The Tax Court rules that 
taxpayer must report income of $19,000, 
representing the balance of its bad debt 
reserve. The court notes the general 
rule that the balance of a bad debt re- 
serve is taxable in the year in which the 
need for the reserve ceases. Taxpayer’s 
ugument that Section 337 prevents tax- 
ing of the reserve is rejected by the 
court. The court points out that Sec- 
tion 337 merely precludes taxing to a 
liquidating corporation the gain on the 
sale of its assets. Here, the reserve was 
not transferred to the purchasing bank 
ind none of the consideration received 
was attributable to the reserve. West 
Seattle National Bank of Seattle, 33 TC 
No. 40. 
Section 112(b)(7) election cannot be 
withdrawn. Taxpayers filed the neces- 
sary 112(b)(7) 
liquidation in 1952. Under that provi- 
sion of the 1939 Code [similar to Section 
133 of the 1954 Code.—Ed.] there would 
be no tax on unrealized appreciation 


elections for a Section 


of corporaie assets, but stockholders’ 


gain on liquidation would be ordinary 
to the extent of accumulated earnings 


ate decisions this mon 
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with income. No part of the payment 
could be considered as representing an- 
ticipated income or as in lieu of in- 
come. No modification of the lease 
occurred which affected income items 
adversely to the interests of petitioner 
so as to warrant a conclusion that any 
part of the $80,000 paid to Clara re- 
lated to such items. 

“However, it is impossible or imprac- 
tical to ascertain the cost basis to Clara 
of this property right sold which was 
derived from her right of ownership to 
the entire property. Her cost basis to the 
entire property was in excess of $80,000. 
We conclude that this latter sum was a 
return of capital and should be applied 
in reduction of capital and should be 
applied in reduction 


of Clara’s cost 
basis to the entire property.” 
Tax men will watch the further 


progress of this case with interest. If 
followed by other courts, this holding 
that the contingent right to a condem- 
nation award is a property right will be 
a useful tool in tax planning. w 


and profit. Thereafter, in 1955, they at- 
tempted to revoke their elections on the 
grounds (1) the elections were untimely; 
(2) the elections were based on a mis- 
take in that the accumulated earnings 
were far larger than the computation 
made at the election showed. The Tax 
Court found the elections were timely 
and holds taxpayers are bound by them. 
This court agrees with the Tax Court's 
conclusion, but remands the case for a 
determination of a new issue: was the 
corporation in a liquidation status be- 
fore the plan of liquidation was for- 
mally adopted? If so, and the date of 
liquidation was to be taken as the day 
the state issued a certificate of dissolu- 
tion, the election would not be timely. 


Shull, CA-4, 10/20/59. 


Step transaction: purchase of stock to 
liquidate is purchase of assets. 


payer was a 25% stockholder of a corpo- 


Tax- 


ration whose owners were endeavoring 
to sell it. After others had failed, he 
secured a who, however, 


wanted the assets, not the stock. 


purchaser 
‘Tax- 
payer bought the rest of the stock from 
the other owners, liquidated the corpo- 
ration and sold the assets. The sale of 
the assets took place within six months 
of the purchase of the additional 75% 
of the stock. The court holds that under 


the Kimbell-Diamond rule, when a tax- 
payer purchases stock of a corporation 
and then liquidates the corporation to 
acquire its the separate steps 
taken to accomplish the primary objec- 


assets, 


tive will be taken as a single transaction, 
i.e. the purchase of assets. Thus gain or 
loss must be determined on each asset. 
The court finds no reason to limit the 
Kimbell-Diamond rule to a_ purchaser 
who uses the assets in his business rather 
than reselling them, as taxpayer did. 
The case is remanded with instruction 
to find if it was possible to make cost 
allocation to 


various some of 


which were held for less than six months, 


assets, 


and if so, to find whether the commis- 
sioner’s allocation was reasonable. Matti- 
son, CA-9, 10/27/59. 


Legal expenses disallowed to subsidiary. 
Taxpayer, a wholly-owned subsidiary, 
was liquidated and dissolved as one 
step in a partial liquidation of its par- 
ent. Legal expenses of $3,000 deducted 
by taxpayer are disallowed by the Tax 
Court. Taxpayer had failed to prove 
that no part of the expenses were in- 
curred on behalf of its parent. Stand- 
ard Linen Service, Inc., 38 TC No. 1. 


Insurance agency’s goodwill at liquida- 
tion valued at zero. A corporation oper- 
ating an insurance agency in a town 
with a population of 1,900 liquidated 
and transferred its assets to the stock- 
holders who continued to carry on the 
insurance partners. The 
court holds that the corporate goodwill 
had a value of zero at the time of liqui- 
dation even though the corporate books 
had shown goodwill of $19,400. It finds 
that a purchaser would not have paid 
for the business anything more than fair 
price for tangible assets. Any goodwill 
at the time of liquidation was due to 
the personal liability, business acquaint- 
anceship, and other individual qualities 
of its stockholders. It follows that the 
shareholders’ gain or loss on liquidation 
is computed by comparing the value of 
tangible assets received with basis for the 
stock. Bryden, TCM 1959-184. 


business as 


Surplus penalty imposed; accumulation 
was beyond reasonable business needs. 
Taxpayer's sole stockholder was a part- 
ner in a well-known textile commission 
house, Iselin-Jefferson. Taxpayer was 
used to hold securities and real estate, 
to carry out some sporadic investments 
in textiles, and to provide managerial 
services, under with 


contract various 
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textile mills. Its accumulated earnings 
rose from $249,000 at the start of the 
three-year period involved, to $472,000 
at the close of the period. During the 
same period, taxpayer's ratio of current 
assets current liabilities increased 
from 11 to 1 to 31 to 1. Taxpayer did 
not pay any dividends during its nine 
year existence. The Tax Court imposes 
an accumulated earnings tax. The court 
that were no_ reasonable 
business needs sufficient to justify the 
accumulation, that various ventures con- 
templated were unrelated to taxpayer’s 
business, and that the accumulation en- 
abled taxpayer’s principal stockholder to 
avoid payment of a dividend tax. The 


to 


finds there 


court briefly notes that taxpayer’s state- 
ment of business needs, filed pursuant 
to 1954 Code Section 534, was too gen- 
eral and vague to shift the burden of 
proving unreasonable accumulation to 
the Commissioner. Wellman Operating 
Corp., 33 TC No. 19. 


Bar in Reno casino didn’t need farm 
land; surplus tax imposed. Taxpayer 
operated a bar in a leading Reno gambl- 
ing establishment. Taxpayer's sole share- 
holder was also a principal stockholder 
of the gambling firm. In the years 1950 
to 1954, taxpayer paid no dividends but 
had a surplus ranging from $292,000 to 
$639,000. The court finds that several 
expenditures made by taxpayer repre- 
sented its reasonable business needs and 
justified taxpayer’s failure to pay divi- 
dends, thus preventing the surplus ac- 
cumulation tax in three of the five years 
The 
(1) $500,000 for a stock option on a one- 


involved. reasonable needs were 
half interest in the gambling firm in 
order to prevent the sale of the stock 
to a competitor and the possible in- 
juries to taxpayer’s business, (2) the pur- 
chase for $150,000 of Old West relics to 
decorate the bar and attract tourists (3) 
$15,000 a year for 10 years to be paid to 
the owners of these memorabilia to pro- 
mote and exploit their presence on tax- 
payer’s premises, (4) purchase of a motel 
for $225,000 
comodate taxpayer’s patrons and (5) 


and coffee shop to ac- 
$100,000 for the purchase of liquor in 
anticipation of Korean War shortages. 
The court finds that about $1,000,000 
worth of farm land purchased by tax- 
payer in 1953 and 1954 was not for its 
reasonable business needs and approves 
the penalty tax for those years. Tax- 
payer’s contention that acquisition of 
this land was caused by taxpayer's de- 
sire to keep out competitors is rejected. 
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The court concludes that there was an 
unreasonable accumulation in 1953 and 
1954 to the extent of taxpayer’s equity 
in this farmland. Raymond I. Smith, 
Inc., 38 TC No. 16. 


Earnings needed for business; no pen- 
alty tax. Spurred by the redemption 
of the stock of a principal stockholder, 
The Commissioner asserted the accumu- 
lated earnings tax against taxpayer- 
corporation, a wholesale liquor dealer. 
Examining its needs for inventory, and 
considering that it had always paid 
substantial dividends, the court finds 
that the surplus was being accumulated 
for reasonable business needs. Barrett 
Hamilton, Inc., DC Ark., 10/8/59. 


Indebtedness though repayable from 
operating revenues not stock; interest 
allowed. To finance the construction of 
a parking garage, taxpayer corporation 
issued discount bonds and debentures. 
The rate of interest was fixed, but the 
bonds and debentures were to be re- 
tired from a fund consisting of 20% of 
gross receipts each year or $20,000, 
whichever was greater. Nevertheless, the 
bonds and debentures represented a 
fixed obligation due at maturity. The 
principal amount of the indebtedness 
was $600,000 and only $6,000 was paid 
in for stock, but stockholders held only 
21% of the indebtedness. The court 
holds that the bonds and debentures 
represented actual debt and not equity, 
as the Commissioner contended. Deduc- 
tions for interest and discount amortiza- 
tion are allowed. Blaise, Inc., DC La., 
10/26/59. 


Loans to close corporation from family 
trust were capital contributions. Tax- 
payer-corporation began business with 
a small risk capital—100 shares at $5 a 
share—of which 25 shares were cancelled 
soon thereafter. As the business grew 
(its annual cost of goods sold ap- 
proached $1,000,000) the need for equity 
capital increased. The corporation bor- 
rowed over $257,000 from certain trusts 
set up by the sole stockholder for the 
benefit of herself and her children. The 
trustee was the husband of the grantor, 
and also the corporation’s chief execu- 
tive officer. Though the advances by the 
trust were ostensibly repayable on de- 
mand, no payments were made to re- 
duce the balance of $257,000, and no de- 
mand was made for repayment. The ad- 
vances were never collateralized and 
were subordinated to bank loans. On 


the facts the court finds the advances 
were not bona fide indebtedness but 
constituted capital contributions. Ac- 
cordingly deductions for “interest” paid 
on the advances are denied. Zephyr 
Mills, Inc., TCM 1959-181. 


Notes issued by corporation to its stock- 
holders for cash found to be bona fide. 
Taxpayer corporation issued notes to 
its principal stockholders in considera- 
tion for a $200,000 loan. The notes were 
negotiable, bore interest at 6%, and had 
a fixed maturity date. Even though no 
security was given by the corporation, 
or insisted upon by the stockholders, the 
court deems that fact immaterial since 
the notes represented in substance as 
well as in form a bona fide indebted- 
ness. Interest paid on the notes is 
allowed as a deduction. There was no 
question of thin capitalization because 
material amounts of capital were in- 
vested in stock. M. & M. Corp. TCM 
1959-217. 


Stockholder’s advances to insolvent cor- 
poration were capital contributions. 
Taxpayer, in the real estate, mortgage 
and insurance brokerage and construc- 
tion business, was also a shareholder of a 
financially distressed corporation. To 
prevent the corporation from going into 
bankruptcy, taxpayer advanced substan- 
tial sums to its president for use by the 
corporation. The president, who was 
also the principal stockholder, assigned 
one-half of the outstanding shares to 
taxpayer. Advances were, for the most 
part, not evidenced by promissory notes 
and no date was stipulated for repay- 
ment. The corporation and its president 
later went into bankruptcy and taxpayer 
claims a business bad debt deduction. 
The Tax Court denies the deduction 
and finds that the advances were merely 
additional capital contributions. The 
evidence indicated that once the presi- 
dent turned the funds over to the corpo- 
ration, he was no longer liable to tax- 
payer. Even if the advances were loans, 
the court would deny a business bad 
debt deduction since taxpayer was not 
in the business of lending money for 
profit. Zivnuska, 33 TC No. 27. 


Corporate entity can’t be disregarded 
by stockholder. Taxpayer claimed that a 
corporation which he organized to con- 
duct timber milling operations was 
never really a corporate entity for tax 
purposes since it failed to comply with 
all state requirements. Accordingly, tax- 
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payer argued that his “advances” to the 
“corporation” were in reality to his own 
business venture so that subsequent 
losses were recognizable to him indi- 
vidually. The Tax Court disagreed main- 
taining that if a corporation engages in 
business activity subsequent to its incor- 
poration, its entity will not be disre- 
garded for tax purposes. This court 
affirms. O’Neill, CA-9, 10/13/59. 


Dividend in stockholder’s bargain pur- 
chase. Taxpayer, a dentist, owned one- 
third of the shares in a land develop- 
ment corporation. An arrangement 
existed wherein the shareholders could 
buy individual lots of land from the 
corporation at about cost. Whenever a 
lot was so sold to a stockholder, the other 
stockholders could make a similar pur- 
chase. Taxpayer purchased three vacant 
lots at less than their fair market value. 
The Tax Court finds that taxpayer re- 
ceived a dividend to the extent of the 
difference between the fair market value 
and the price paid by taxpayer. The 
fact that another shareholder purchased 
five lots is irrelevant; dividends need 
not be in proportion to stock holdings. 
The court rules that the fair market 
value of the lots to be used is the price 
that any willing buyer would pay and 
not the generally lower price that would 
be paid by a dealer who intends to re- 
sell at a profit. Finally, the court holds 
that when these inventory assets were 
distributed to the stockholders, the cor- 
poration’s earnings and profits were in- 
creased to the extent of the difference 
between their fair market value and 
basis of the assets. Dellinger, 32 TC No. 
111. 


Contingent certificates were boot in re- 
organization. When the corporation of 
which taxpayer was a stockholder 
merged with another corporation there 
was a dispute over its tax liability. Ac- 
cordingly, a number of shares of the 
merged corporation were reserved pend- 
ing the outcome of the tax controversy. 
When the tax was settled, the number of 
the reserved shares to be issued to tax- 
payer and the other stockholders would 
be determined. Meanwhile, certificates 
of contingent interest were issued to the 
stockholders to represent their interest 
in the reserved shares. The court up- 
holds the Commissioner’s view [pub- 
lished as Rev. Rul. 57-586.—Ed.] that 
these certificates were not stock, but 
represented boot in the reorganization. 
Carlberg, DC Mo., 10/19/59. 


Withdrawals from family corporation 
treated as dividends, not loans. Tax- 
payer and his family were in complete 
control of a corporation which had a 
large amount of cash in its bank ac- 
count, apparently far in excess of its 
needs. Because of litigation then pend- 
ing involving ownership of some of the 
stock, dividends could not be declared. 
Taxpayer and his family, however, with- 
drew large sums from the corporation 
for their own use, and for the use of 
other corporations in which they were 
interested, without any of the usual 
formalities followed in making bona 
fide loans. Under the circumstances the 
court holds the withdrawals were not 
loans but dividends. Spheeris, TCM 
1959-225. 


Trust taxable as corporation during 
period of liquidation. Taxpayer was a 
trust with transferable certificates of 
beneficial interest. It had extensive hold- 
ings of ranch properties, livestock and 
corporate securities and concededly was 
taxable as a corporation in the years 
of its ordinary business operations. How- 
ever, taxpayer contended that it was 
not so taxable after the term of the trust 
had expired and it had determined to 
liquidate. Because of the nature of its 
properties, several years were required 
for an orderly liquidation. The district 
court concluded, and this court affirms, 
that its purpose during those years was 
still to carry on a business, although 
with the ultimate purpose of liquida- 
tion. Its status as an association taxable 
aS a corporation continued during the 
liquidation period. Mullendore Trust 
Co., CA-10, 10/21/59. 


Bonus was dividend, not compensation. 
At the end of each year taxpayer dis- 
tributed a $10,000 “bonus” to each of 
its three equal stockholders, who were 
brothers. The brothers each received 
$20,000 to $25,000 in other compensa- 
tion from taxpayer each year. A jury 
finds that the payments were distribu- 
tions to stockholders as dividends, rather 
than additional compensation. Louis- 
ville Chair Co., DC Ky., 9/11/59. 


Bonuses paid to officer-stockholders are 
compensation. corporation 
was owned by four officers and their 
wives. The officers received annual sal- 
aries Of $20,000 each plus bonuses of 
$3,000 in 1954 and $6,000 in 1955 and 
1956. In those years, sales were $885,000, 
$982,000 and $1,005,000, and net in- 


Taxpayer 


Corporate organization and distribution »« 
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come (after bonuscs) was $2,300, $25,000 
and $39,000, respectively. Taxpayer sued 
to recover taxes paid on the disallow- 
ance of the bonuses as unreasonable 
compensation. The judge charged the 
jury that it could consider the fact that 
taxpayer had not declared dividends on 
its common stock and that the corpora- 
tion had accumulated earnings and 
profits. He also charged that the size 
alone of the amount received, although 
substantially increased over previous 
years, does not make the total compen- 
sation unreasonable, and that the jury 
should consider the fact that a revenue 
agent had allowed total compensation 
of $93,000 as reasonable in 1951, when 
gross sales were smaller than in 1954. 
The judge further charged that the 
corporation had the right to reward the 
officers for sacrifices made by them in 
earlier years when funds were not avail- 
able. The jury found that the bonuses 
paid were reasonable compensation. C. 
& E. Canners, DCN. J., 6/19/59. 


New corporation was organized in- 
directly by parent; no new consolidated 
return election. The Regulations pro- 
vide that an affiliated group which has 
elected to file consolidated returns does 
not have the usual right of a new elec- 
tion because a new corporaion joins the 
group if the new member was created or 
organized directly or indirectly by a 
member of the group. In the situation 
here ruled on, a parent of an affiliated 
group acquired the stock of a new corpo- 
ration one month after its organization 
by the wives of 2 of the 3 controlling 
stockholders of the parent. The Service 
holds the acquired corporation was in- 
directly organized by the acquiring 
corporation. Accordingly, it denies the 
affliated group the right to file separate 
returns for the taxable year of the ac- 
quisition. Rev. Rul. 59-326. 


Jury finds corporation collapsible. Tax- 
payer completed construction of an 
apartment building in October, rented 
most of the units, and sold the building 
the following May. A few months later, 
taxpayer-corporation dissolved and _ its 
assets were distributed to its stockhold- 
ers. A jury finds that the intent to dis- 
solve before realizing substantial in- 
come was present, and that taxpayer 
was a collapsible corporation. The jury 
also finds the value of a second mort- 
gage taxpayer received on the sale of 
the business. 688 East Avenue, DCN. Y., 
6/26/59. 
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A formula for valuing restricted 


stock options for estate tax 


by EDWARD S. SCHLESINGER and THEODORE BERGER 


When an executive dies before exercising a restricted stock option, his executor 


has a difficult task in valuing it, particularly when the option is not exercisable 


until some date in the future. Mr. Schlesinger and Mr. Berger describe how they 


valued a particular option under a formula which took account of the current 


market price, the restriction on transfer and the future exercise date. 


5 he DEATH OF AN EXECUTIVE to whom 
a restricted stock option has been 
eranted need have little effect on the 
income tax advantages to be obtained 
on the subsequent exercise of that op- 
tion. If the option’s terms permit, the 
option may be exercised after the execu- 
tive’s death, and not until the disposi- 
tion of the stock thereby acquired will 
there be any income tax consequences. 
However, as is the case with all other 
the 


death of the executive prior to his exer- 


property owned by a decedent, 
cising such a restricted stock option re- 
quires that the option be valued for 
Federal estate tax purposes. 

Several characteristics of the restricted 
stock option raise problems in valuation. 
One is the necessity that the stock op- 
tion, to qualify as restricted, must not 
be transferable by the executive other 
than by his will or by the laws of in- 
testate succession. During the executive's 
life, the option must be exercisable only 
by him. 

In addition most stock options are ex- 
ercisable only at a future date. This is 
done to insure that the executive serves 
the company for a reasonable time. A 
recent case Frankel v. Donovan et al. 
(120 A. 2d 311) struck down a stock op- 
tion plan for want of consideration by 
in- 


the optionees; the options there 


volved were exercisable immediately, 
with no obligation on the optionees to 
remain in the employ of the corporate 


employer. To avoid this difficulty, cor- 


porations in granting a stock option to 
an executive usually impose other con- 
ditions on the exercise of the option. 
For example, the option is made exercis- 
able at some future date only if the ex- 
ecutive is then an employee of the cor- 


poration. This sort of limitation is 
wholly consistent with the rationale of 
the restricted stock option—giving a 


corporate employee a financial stake in 
the future of his employer corporation. 

The difficulty presented in valuing a 
restricted stock option for estate tax 
purposes can most aptly be illustrated 
by the use of a mathematical example. 
Assume that on January 1, 1960, Corpo- 
Executive a 
option to buy 


ration grants 


stock 


10-year re- 
three 
hundred shares of Corporation’s stock, 
the fair market value of which is then 


stricted 


$100 per share, at a per share option 
price of $95. However, the option is 
exercisable only after the lapse of time, 
so that Executive may only acquire one 
1961, 
an additional one hundred shares after 
January 1, 1962, the 
hundred shares after January I, 


hundred shares after January 1, 


and final one 
1963. 
The option may only be exercised by 
Executive if he is employed by Corpora- 
tion on the date of exercise, but in the 
event Executive’s death while 
ployed, his estate, heirs or legatees may 
exercise the option subject to the same 
terms and conditions as he could if he 
were living. Assume that Executive dies 
on January I, 


of em- 


1961 without having ex- 


ercised any portion of his option, at 
which the fair market value of 
Corporation’s stock is $125 per share. 

If Executive’s executor does not elect 
the alternate must 
value the estate’s immediately exercis- 
able right to buy one hundred shares of 
Corporation’s stock worth $125 for an 
option price of $95 per share, plus the 
right to buy at $95 per share one 


time 


valuation date, he 


hundred shares one year hence, and the 
final hundred years 
hence, all of which rights expire on 
January 1, 1970. 

If the alternate valuation date is se- 
lected for estate tax purposes, the prob- 
lem is qualitatively the same, but the 
dollar values will probably differ. For 
illustrative purposes, only the date of 
death values will be considered. 

The most unrealistic position for the 
executor to take would be for him to 
assert that the option had no fair mar- 
ket value, solely because the option 
could not be sold by a willing seller to 
a willing buyer, neither of whom was 
under any compulsion to sell or buy, 
since the terms of the option limit its 
transferability. This contention would 
appear to be wholly without merit. 


one shares two 


Comparison with warrants 


On the other hand, it would be al- 
most as unrealistic to attempt to liken 
the option to a call option or to a war- 
rant to buy the same stock which was 
subject to the restricted stock option. A 
nine-year warrant to purchase one 
hundred shares of Corporation’s stock 
at $95 per share would certainly have a 
value well in excess of the $30 spread 
between the exercise price and the mar- 
ket price; it would reflect that spread, 
of course, as its exercise value, but it 
would doubtless have a premium value 
of substantal amount reflecting 
the prolonged right to exercise it. The 
premium value, particularly where the 
stock had increased in value by 25% in 
one year, as our hypothetical stock did, 
would be quite high, and would reflect 
the investing public’s estimate of the 
likelihood that the value of the stock 
would continue to increase. Similarly, 
warrants for the additional two hundred 
shares which are not exercisable for one 
or years, nevertheless be 
valued at more than their exercise value, 
although the restriction would depress 
the premium value below that of a war- 
rant which was immediately exercisable. 

The obvious distinction between a 
warrant and a restricted stock option is 
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that the former is easily alienable, while 
the latter by its very nature must not 
be capable of being freely sold. The ease 
with which a warrant may be sold is 
responsible for a great deal of its value. 

Thus, in attempting to value a re- 
stricted stock option, the executor must 
consider the spread between the option 
price and the market value of the shares 
on the date of death (or on the alternate 
valuation date) but he must also at- 
tempt to assess (1) the value of the fu- 
ture right to acquire the stock when 
perhaps it will be worth a higher price, 
and (2) the depressant effect of the 
non-alienability of the option. It is our 
view that these two latter factors must 
be taken as balancing each other. The 
conclusion is that if the stock is selling 
above the option price, the option 
should be valued at the excess of date 
of death value of the stock over the 
option price. If it is selling below the 
option price, the option would be 
at zero. This view is in con- 
formity with the reasoning of Account- 
ing Research Bulletin #37, (95 J. Accty. 
310, 312, March, 1953) which takes this 
position on the proper treatment for ac- 
counting purposes, 


valued 


Discounting 


Returning to our example, another 
factor to be valued is the discount for 
the one to two years before the second 
and third hundred shares may be ac- 
quired. The situation is analogous to a 
remainder interest in a trust, the enjoy- 
ment of which is postponed for a fixed 
period of time, and therefore may be 
valued by the use of the 3.5% remainder 
interest column of Table II of Section 


| 20.2031-7, Estate Tax Regulations. That 


table indicates that the discounting fac- 
rs to be applied for delay of enjoy- 
ent for one and two years is .966184 
nd .933511 respectively. 
Che option for 300 shares is valued 
$8,700 


NoOwn: 


for estate tax purposes as 
\00 shares which may be present- 
ly acquired—valued at spread 


of $30 per share $3,000 

00 shares which may be ac- 

quired in one year—$3,000 x 

966184 2,899 

00 shares which may be acquired 

in two years—$3,000 x .933511 2,801 
$8,700 


that this value 
vill represent the basis of the option. 
his basis will be added to the option 


It should be noted 


price paid for the stock to determine 
gain on the ultimate disposition of the 
stock acquired pursuant to the option, 
or for the purpose of determining loss 
in the event the option is not exercised 
and is permitted to expire. 

It is our conclusion that valuing a 
restricted stock option for estate tax pur- 
poses by calculating the spread between 
option price and market value on the 
valuation date, and then discounting 
that spread to reflect delay in enjoy- 
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ment—while it may appear somewhat 
artificial—is wholly consistent with the 
accepted methods of valuing other fu- 
ture interests, and is a simple and 
workable solution to this otherwise in- 
soluble problem. * 





[Mr. Schlesinger and Mr. Berger are 
associated with the law offices of David 
Altman in Chicago. They are members 
of the Illinois Bar; Mr. Berger is also a 
certified public accountant.| 


Tax incidents of support trusts 


confused by vague state laws 


A MAJOR PROBLEM in determining the 
extent to which trusts can be used 
to channel income from high-bracket to 
low-bracket members of a family is the 
question whether the uses to which the 
income is put are to be considered as 
support of the beneficiary. The taxation 
of trusts that may be treated as sup- 
port trusts was considered recently by 
the editors of the Harvard Law Review 
in a note studying the role of state 
law in Federal tax determinations (72 
Harvard Law Review 1350) as exempli- 
fied by support trust problems.1 

The legal obligations of support under 
state law are relevant, the Harvard edi- 
tors noted, in determining the tax con- 
sequences of all support trusts except 
those for the payment of alimony.? The 
grantor is taxed on the income from a 
trust for the benefit of one whom he is 
obligated to support to the extent that 
the funds are actually paid for support, 
if the trust instrument provides that the 
funds may be so used. He is not taxed 
on trust income in the absence of such a 
provision even if the funds are in fact 
used by the beneficiary for his support.4 
If, in the listed 
above, the grantor has power over the 


addition to factors 
trust payments for support or if the sup- 
port payments are mandatory, the trust 
principal included in the 


srantor’s gross estate. In some situations, 
tw) 


may be 
moreover, where funds are used for the 
support of his dependents, a nongrantor 
may be taxed on trust5 income. 


Debt payment theory 


these sections is 
premised on the “debt-payment theory” 
—that whenever trust income is used to 
discharge a legal obligation, the obligor 
receives an economic benefit sufficient to 
justify tax liability. The extent of the 


Taxability under 


legal obligation and the person to 
whom it is owed are determined by state 
law. Support laws, however, vary greatly 
among jurisdictions. Some states require 
an adult child to support an indigent 
parent, some impose on the mother a 
joint obligation with the father to sup- 
port their children, and others impose 
neither of these duties. In some jurisdic- 
tions, moreover, there is an obligation 
only for necessaries while others impose 
a broader, undefined obligation based 
the the 
obligor. 


on resources and station of 

Although it is agreed that the grantor 
should be taxed only to the extent that 
his legal obligation is discharged, the 
vagueness of state law has led the Federal 
courts to set up rules that avoid a pre- 
the that 


duty. Some impose a burden on the tax- 


cise calculation of extent of 
payer to show the extent of the support 
obligation. Others hold that when the 
grantor has determined the amount to 
be paid for support, either by the terms 
of the trust or by the exercise of a power 
to control payments, the grantor will be 
of the 
extent of his duty. Under such rulings 


bound by his own estimation 


grantors have been taxed on amounts 
used to send children to private schools 
and colleges and to maintain an elab- 
orate family mansion on the grounds 
that the expenditures were in keeping 
with their estate and rank and hence 
part of their legal obligations. The same 
reasoning has been applied in holding 


1 This article excerpts part of the law review note; 
it is published by permission of the Law Review. 
2 Alimony trusts are treated specifically, under 
IRC of 1954, Section 682. 

8 IRC of 1954, Section 677(b). 

4 This distinction has been criticized as dependent 
only on the alertness of the draftsman. Guterman, 
Federal Income Taz and Trusts for Support—The 
Stuart Case and Its Aftermath, 57 Har. L. R. 479 
(1944). 

5IRC 1954, Sections 678(a), (c). 

6 E.g. Grosvenor, 85 F.2d 2 (CA-2, 1936). 
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that perfume and jewelry are “neces- 
saries’ and hence part of a duty of sup- 
port. 


Division of income 

An important problem which often 
arises in the context of support-trust 
controversies is the fractionation of 
family income to avoid the impact of 
progressive rates. The courts have at- 
tempted to prevent this fractionation 
by using the support-trust provision of 
the Code as a basis for attributing trust 
income back to the grantor. The debt- 
payment theory, however, is an in- 
appropriate guide for allocating income 
among the members of a family. The 
benefit received by a taxpayer who sup- 
ports an immediate relative is primarily 
moral and psychological; it cannot be 
measured in the same manner as a pay- 
ment in a business context. Moreover, 
state support duties, which necessarily 
form the measure of benefit to the tax- 
payer under the debt-payment theory, 
have proven to be unsatisfactory for this 
purpose. Because they vary substantial- 
ly from state to state, their application 
produces inequalities among taxpayers 
in different jurisdictions. Moreover, a 
duty which is based on social responsi- 
bilities dependent upon the size of the 
grantor’s estate and his station in life, 
may be too vague to be used as a meas- 
ure of Federal tax liability. State sup- 
port laws are designed to create duties 
when a family is separated and to de- 
lineate the rights of creditors; these 
standards do not seem appropriate for 
the allocation of tax burdens among the 
members of a united family. 

It seems clear that the interpretative 
gloss put on the sections of the Code by 
the Federal courts stems from a judicial 
recognition of the inadequacy of the 
state standards of support as a means of 
preventing income fractionation. How- 
ever, the gloss has itself produced un- 
satisfactory consequences. The expedient 
of binding a grantor by his own deci- 
sion concerning amounts spent for sup- 
port, for example, has no application 
when support payments are at the dis- 
cretion of an independent trustee, and 
may be unjust in the case of a manda- 
tory support trust the income of which 


exceeds the amount needed for support. 


7™An example of the difficulty faced by federal 
courts in dealing with state support laws can be 
seen in Fitch (309 US 149, 1940), in which the 
Supreme Court determined that a husband had a 
duty to support his divorced wife under Iowa law. 
After a subsequent decision to the contrary by the 
Iowa courts, the taxpayer was forced to relitigate 
the case. Fitch (48 BTA 17738, 1941). See also 
Goodan 


(195 F.2d 498, CA-9 1952, dictum). 


February 1960 


Nor can this logic be applied in the 
taxation of a nongrantor who may have 
had no part in fixing the level of sup- 
port payments. 

The incorporation of vague state 
standards, in most instances unclarified 
by judicial precedent, into Federal tax 
law raises problems of federal-state re- 
lations. In cases in which a Federal court 
determines a duty of support under state 
law without guidance from prior state 
precedent, and the state law is subse- 
quently declared to be different, the 
consequence may be injustice to the 


New estate tax & 


*Treasury bonds valued at market 
though acceptable at par in payment 
for estate taxes. Decedent, at the time 
of her death, owned $475,000 face 
amount of U. S. Treasury bonds which 
were of issues which could be applied at 
par in payment of Federal estate taxes. 
The estate tax was in excess of $1,- 
900,000 on decedent’s estate, and the 
executor did, in fact, apply two $100,- 
000 bonds on account of the tax, but 
did not similarly apply the remaining 
$275,000 of Treasury bonds owned by 
the decedent. The bonds had a current 
market value of $448,034.38 at the date 
of decedent’s death. The executor 
claimed that market was the proper 
value. The court agrees with the execu- 
tor. The court holds that the proper 
date-of-death value was the fair market 
value which is established by the price 
at which these securities were freely 
traded by willing sellers and willing pur- 
chasers; the “fact that the estate may 
realize a capital gain by redeeming the 
bonds at par in payment of Federal 
estate taxes cannot operate to change 
their date of death value for inclusion 
in the gross estate.” [This case may 
turn out to be a very important one, 
for if the Executor’s position is upheld 
on appeal, many estates will be entitled 
to refunds.—Ed.] Ellis Estate (Bankers 
Trust Co., Ex.), N. ¥. DC, 11/5/59. 

book 


Partnership interest valued at 


value; was subject to purchase agree- 


ment. The book value of decedent’s 
partnership interest on the date of his 
death was less than the fair market 
value. Decedent’s executor contended 


that the interest should be valued at 
book because of an “irrevocable” option 
to purchase decedent's interest after 


his death for the book value of such 


taxpayer.’ If, on the other hand, a state 
court has ascertained the extent of a 
support obligation before a tax adjudi- 
cation, the Federal court is bound by 
the state decision in the absence of collu- 
sion. Tax-motivated suits by dependents 
in state courts for injunctions or de- 
claratory judgments may thereby be en- 
couraged in a forum in which the in- 
terest of the Federal government is not 
represented. This might have an addi- 
tional undesirable result in that the 
development of state law could be dis- 
torted by Federal tax considerations. * 


gi ft tax decisions 





interest. In addition to giving the sur- 
viving partners the option to purchase, 
the agreement restricted the right of 
the decedent to assign or transfer his 
partnership interest during his lifetime. 
The Tax Court determined that the 
executor was correct. It noted that the 
partnership agreement was a valid agree- 
ment supported by adequate considera- 
tion, and decedent could not have dis- 
posed of his interest to an outside pur- 
chaser for fair market value without 
the consent of the other partners. Book 
value, or the amount in decedent’s capi- 
tal account at his death, was the proper 
value for Federal estate tax purposes. 
Fiorito, 32 TC No. 51, 11/30/59. 


Charitable remainder decreased by ex- 
penses though they were taken as in- 
come tax deductions. The residue of de- 
cedent’s estate was bequeathed in trust, 
income to be paid to his sister-in-law for 
her life, and thereafter in perpetuity to 
Washington University for medical re- 
search. The executors claimed a deduc- 
tion for $120,000 in administration ex- 
penses on the estate’s income tax return, 
and filed a waiver of their right to de- 
duct the administration expenses for 
the purpose of computing decedent's 
estate taxes. The Commissioner took 
the position that before computing the 
value of the charitable remainder the 
administration expenses should first be 
deducted from the value of the corpus 
of the residuary estate. The Tax Court 
agrees, saying that under applicable 
state (Missouri) law, administration ex- 
penses are payable out of estate corpus 
rather than estate income and that the 
amount of a charitable deduction may 
not be greater than the value of what 
the charity is actually entitled to re- 
ceive. Luehrmann, 33 TC No. 32. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH P. STAPCHINSKAS 





Uniform Act urged as practical method 


to lighten state tax compliance burden 


by WILLIAM J. PIERCE 


With taxpayers, tax administrators, Congress and the state legislatures all deeply 


concerned about state taxation of multistate business, attention is again focused on 


the traditional solution to problems of conflicting state rules—a uniform law. The 


Uniform Act for the division of income for tax purposes is here explained by its 


draftsman, who points out the reasons why the National Conference of Commis- 


sioners on Uniform State laws proposed the solutions they did to some of the most 


controversial allocation tax problems. 


| Napisy THE UNIFORM ACT for the 
Division of Income for Tax Pur- 
poses was completed and formally pro- 
posed in 1957 it has been adopted in 
only one state, Alaska. Two major rea- 
sons may be advanced for its less than 
enthusiastic reception: (1) any revision 
affects state tax revenues and all states 
experiencing financial 
strains; (2) tax paying groups, although 
often demanding uniformity, remain un- 
willing to accept any revision which in- 
creases their taxes, perhaps even where 
over-all administrative saving would 
more than offset over-all tax increases. 


are unusual 


Doesn’t define income or nexus 


Before discussing the specific features 
of the proposed Uniform Act, it may be 
helpful if we emphasize what the act 
not do. First, the Uniform Act 
does not deal with what constitutes net 
income. Uniformity in the tax base is, 
of course, a desirable goal; variations in 
tax bases serve to increase the costs of 
tax accounting, reporting, and admin- 
istration and tend to destroy the value 
{ uniformity in apportionment rules. 
But the Uniform Act does not deal with 
that problem. 


does 


the Uniform Act does not 
deal with tax bases, the three factors in 
ts apportionment formula, property, 
payroll, and sales, could be employed 
satisfactorily in conjunction with a capi- 


Because 


tal stock or business activities tax. 
Secondly, the Uniform Act does not 
ittempt to prescribe rules for determin- 


ing whether a business is subject to the 
taxing jurisdiction of any state. The 
Uniform Act was not designed to 
handle the nexus problem, the subject 
matter of the recent Supreme Court de- 
cisions and subsequent legislation. 
Nexus presents a difficult political, 
economic, and legal problem. I recom- 
mend that a solution to the nexus prob- 
lem be sought in terms of the combined 
minimal percentages of activity or 
minimal dollars of activity rather than 
in terms of general concepts which are 
susceptible to continuous administra- 
tive and judicial interpretation. I recog- 
nize, however, that the preparation of a 
comprehensive and equitable Federal 
scheme will be difficult, but I remain 
convinced that exhaustive study will de- 
velop suitable criteria for resolving the 
more difficult problems. 


Basic rules 


The problem of allocation and appor- 
tionment of income of businesses ap- 
pears only when a particular business 
is subject to the taxing jurisdiction of 
two or more states. the 
Uniform Act reaffirms that principle by 
providing that a taxpayer cannot have 
the advantages (or disadvantages?) of 
allocation and apportionment when he 
is taxable only in one state. Section 3 
defines the concept of taxability em- 
ployed in the Act by specifying that a 
taxpayer is considered taxable 
other state even though he may not be, 
in fact, subject to an income tax in that 


Section 2 of 


in an- 
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state if that state could levy such a tax 
by state constitutional or legislative re- 
vision. The purpose of this provision 
will become more evident in discussing 
other sections of the Act. 

Sections 4 through 8 cover the alloca- 
tion to specific states of certain income 
items, including rents and _ royalties 
from real and tangible property, capi- 
tal gains, interest, dividends, and patent 
and copyright royalties. Generally, these 
provisions follow existing statutory pat- 
terns by allocating the income items to 
the states where real property is located 
or where tangible personalty is utilized 
or to the taxpayer’s commercial domi- 
cile when tangible personal property is 
utilized in a state where the taxpayer is 
not taxable. 

As a typical example, consider rentals 
received from a business machine lo- 
cated within the state throughout the 
taxable year. If the lessor is taxable 
where the property is utilized, the 
rentals are allocated to that state. If the 
lessor is not so taxable, the rentals are 
allocated to the state of the commer- 
cial domicile of the lessor. The double 
test is employed to assure that 100% of 
the income is subject to taxation by all 
the states. 

Consider this hypothetical case. 
Incorporated, 


X 
taxable only in State A 
and a purely intrastate business, rents 
personal M for use in 
State B. Uniform Act, X 
Incorporated cannot allocate or appor- 
tion, and its entire income must be re- 
ported to State A. Now consider the 
case of Y Company which rents in State 
A an identical product to M, also for 
use in State B. Y Company, we will 
suppose, is an exact duplication of X 
Incorporated with its commercial domi- 
cile in State A but also has a branch in 
State B. Since X and Y are competitors, 
identical tax treatment in respect to the 
transaction is equitable and desirable. 
The Uniform Act accomplishes this 
objective by allocating the rentals in 
both instances to State A. Obviously 
even in the area of allocation of special 
items of income more inequities may 
arise, but as a general proposition there 
seems to be considerable taxpayer and 
tax administrator agreement on the 
various allocation features of the Act. 
Less unanimity of opinion, either 
in existing state legislation or among 
tax specialists, has evolved in respect to 
the apportionment features of the Uni- 
form Act which, of course, in terms of 
tax dollars is more significant than allo- 


property to 


Under the 
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cation. Perhaps a reminder of what ap- 
portionment is designed to accomplish 
is in order. As a legal matter, appor- 
tionment remains a requirement for 
taxation of interstate business, but the 
Supreme Court has approved several 
types of apportionment schemes. There- 
fore, we are also concerned with the 
respective economic interests of several 
states in a tax base, net income, and 
our efforts should be directed to agree- 
ing upon the formula which least dis- 
rupts economic activity and recognizes 
the interests of the several states. 

In terms of economic and business 
criteria a taxpayer may be a highly com- 
plex industrial network or a compara- 
tively simple business operation. Un- 
doubtedly it would be possible through 
the most painstaking investigation of 
all relevant data to arrive at some fairly 
scientific method of apportioning in- 
come for even the most complex multi- 
state businesses. In some instances, such 
as with the case of completely distinct, 
unitary business operations located in 
two different states, unrelated 
nomically but operating within a single 
corporate structure, the task would be 


eco- 


comparatively simple. Tax laws, how- 
ever, must be drafted for general ap- 
plication. Truly scientific apportion- 
ment of the income of an integrated 
business venture must give way to more 
general principles that can be fairly 
easily applied. This necessity has led 
to the enactment in a number of states 
of the Massachusetts formula. 

The Massachusetts formula requires 
an arithmetical averaging of three dif- 
ferent factors measured in terms of 
property, payroll, and sales. Important 
definitions of the factors 


now exist, and they have become so en- 


variations in 


trenched that amendment presents seri- 
ous political difficulties. Admittedly, any 
formula, whether employing these or 
other factors, will provide results that 
cannot be justified in economic terms in 
specific situations. Therefore, most 
States permit substantial modifications 
in the computations if results are un- 
reasonable or discriminatory, and the 
Uniform Act incorporates similar pos- 
sibilities. However, if rule by pure ad- 
ministrative order is to be avoided, the 
basic formula must provide reasonable 
and equitable results in the vast major- 
of The 
accomplishes this objective as well as 
any yet devised. As a practical matter 
an acceptable formula must also be 


based information 


ity cases. three-factor formula 


upon 


accounting 
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normally computed or capable of com- 
putation. 


Property and payroll 

Although unanimous approval of 
the definition of the property factor 
in the Uniform Act cannot be ex- 
pected, recent reaction has been favor- 
able; perhaps only because other pro- 
posals have the same or greater dis- 
advantages. The most controversial 
issues are those of valuation and the 
treatment of rented property. Despite 
the obvious inequities that will arise in 
some cases because of inflation, the Uni- 
form Act adopted valuation at original 
cost. Rented property is to be valued, 
as in New York, at eight times the net 
annual rental rate. 

No criticism has been directed to my 
attention concerning the payroll factor. 
The almost universally used tests for 
determining unemployment tax liabil- 
ity in multi-state situations were taken 
over in order to reduce the taxpayers’ 
burden in computing the factor. 


Destination test for sales 


The sales factor has been the center 
of controversy than other 
feature of the act, so a careful exam- 
ination of the statutory language is war- 
ranted. Section 16 provides: “Sales of 
tangible personal property are in this 
state if: (a) the property is delivered or 
shipped to a purchaser, other than the 
United States government, within this 
state regardless of the f.o.b. point or 
other conditions of the sale; or (b) the 
office, 


more any 


property is shipped from an 
store, warehouse, factory, or other place 
of storage in state and (1) the pur- 
chaser is the United States government 
or (2) the taxpayer is not taxable in 
the state of purchaser.” The place of 
destination test has been recommended 
for two reasons. In many instances, a 
test of place of warehousing or appro- 
priation to orders would merely dupli- 
cate the other property and payroll 
factors. Also, the destination test affords 
less opportunity for manipulation of 
sales operations merely to avoid taxes. 
For example, central sales offices or 
places of appropriation to orders can 
readily be moved to states having no 
income taxes whereas customers cannot. 

Another reason for employing the 
place of destination test is that some 
recognition should be given the state 
providing a market. Not only does that 
state have a substantial economic re- 
lationship to the income produced by 


sales but also other sales tests may pro- 
duce greater inequities from the view- 
point of competing, but purely local, 
businesses. Consider the following situa- 
tion, a not uncommon one wherever 
some segments of an industry are verti- 
cally integrated. Two sales and services 
offices compete in the same locality sell- 
ing fungible products. One, however, is 
the local office of a corporation which 
manufactures and warehouses its prod- 
uct in another state. The other is a 
purely domestic corporation which pur- 
chases its goods from a manufacturer 
and warehouse (perhaps the same one) 
in another state. In both instances, 
goods are shipped directly from the 
warehouse to the consumer. In the case 
of the first, use of a sales factor tied 
to the place of appropriation to orders 
would result in a zero sales factor and 
almost zero property and payroll fac- 
tors, and therefore little or no tax 
would be imposed. In the second case, 
all income would be attributed to the 
state because the corporation involved 
is purely intrastate in character. Dis- 
crimination against multi-state busi- 
nesses cannot be justified, but equally 
unjustifiable is any approach which 
handicaps local businesses by granting 
undue tax advantages to interstate con- 
cerns. 

One might ask, why not completely 
eliminate the sales factor? To rely on a 
two-factor formula, however, would re- 
sult in greater inequities not only for 
taxpayers but also for the states. 

Another feature of the sales factor in 
the Uniform Act is the attributing of 
sales to the place of warehousing where 
the purchaser is the United States or 
where the taxpayer is not taxable in the 
state of the purchaser. Sales to the 
United States presented obvious special 
problems warranting the specialized 
treatment. 

Use of place of warehousing when the 
taxpayer is not taxable in the state of 
the purchaser has been less widely ap- 
proved. Inclusion of the principle was 
deemed desirable so that addition of 
the several state apportionment formula 
would generally result in taxation of 


100% of the net income, rather than 





[Mr. Pierce is a member of the Mich- 
igan bar and professor of law at the 
University of Michigan. This article is 
adapted from his presentation at a 
panel meeting on State Taxation of 
Interstate Commerce at the meeting of 
the ABA Section of Taxation at Miami. 
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less. Moreover, a possibility of unequal 
tax treatment otherwise would exist not 
only between multi-state and local busi- 
nesses but also between multi-state busi- 
nesses. 

I hope that this rather abbreviated 
discussion will stimulate further study 
of the innumerable problems involved. 
Once principles are agreed upon, adop- 
tion of uniform state legislation by the 


individual states or by interstate com- 
pact or Federal legislation is capable of 
achieving the desired goals. Unless more 
state interest can be evolved in uniform- 
ity, even at the expense of readjustment 
of tax rates in order to receive the de- 
sired revenue, Congress should be re- 
quested to intervene on the apportion- 
ment as well as on the nexus prob- 
lems. 6 





Maryland inflation adjustment for real 
property upheld. Following the Sears 
Roebuck decision the Maryland legisla- 
ture provided by law that in assessing 


a reduction from full 
cash value should be made to offset the 
effect of inflation. The Maryland Com- 
mission had been making such adjust- 
ments and the Sears case held (214 Md 
559) that personal property was en- 
titled to a similar reduction. In over- 
ruling this decision by legislation, the 
purpose was stated to be to allow an 
inflation adjustment for real property 
only. The court now upholds that law 
against taxpayer’s argument that the 
on its personal property 
(mostly equipment and inventory) was 
both Maryland and _ the 
U. S. Constitution and that the legisla- 
tion was in addition faulty in that no 
standards for setting the inflation ad- 
justment were made. The court finds 
the legislation constitutional and finds 


real property 


assessment 


contrary to 


; it need not answer the standards argu- 


ment. If that provision is too vague, still 
taxpayer here protesting only an assess- 
ment on personal property is not in- 
jured. Separate standards for personal 
and real property are reasonable. Na- 
tional Can Corp., Ct. Apls., Md., 7/9/ 


5g 


i 
| 
| ceorgia allocation formula classes sales 
| by state of delivery. Since 1950 the 
Georgia income tax law has used gross 
F eceipts as one of the three allocation 
at actors. The statute reads “receipts shall 
k deemed to have been derived from 
usiness done within this state only if 
| distoed from products shipped to cus- 
I mers in this state or delivered within 
jthis state to customer and in determin- 
mM lis ig the gross receipts within Georgia, 
ceipts from sales negotiated or effected 
=f wough offices of the taxpayer outside 
he state and delivered from storage in 
he state to customers outside the state 
hall be excluded.” Struggling with this 


confusing language the majority holds 
that taxpayer here should include as 
Georgia receipts only those shipments 
from its Georgia soft drink concentrate 
plant made to Georgia bottlers. The 
chief justice and two other justices 
dissent. They see the language as con- 
tradictory and would ignore the part 
that conflicts with the expressed inten- 
tion of the Legislature to tax the entire 
Georgia income; they see no sense to the 
exemption the majority grants to income 
clearly derived from activities in the 
State of Georgia. Nehi Corporation, Sp. 
Ct., Ga., 4/9/59. 


Gross receipts tax on interstate carrier 
upheld though based on toll-road mile- 
age. Pennsylvania levies a gross receipts 
tax on carriers of passengers or cargo 
for hire. Companies doing interstate 
business are required to allocate the 
receipts between Pennsylvania and other 
states in accordance with mileage within 
and without the state. Taxpayer argued 
that mileage on the Pennsylvania Turn- 
pike should be excluded from the mile- 
age allocated to Pennsylvania because it 
paid a toll. The court saw little point to 
this argument saying merely that the 
choice of a toll road rather than a free 
one was up to the taxpayer and had 
no effect on the validity of the tax. 
Transamerican Freight Lines, Sp. 
Ct. Pa., 5/28/59. 


Inc., 


Following Stockham, Tennessee court 
upholds state taxes on interstate pipe 
line. Taxpayer maintained a natural gas 
pipeline of 405 through 
The physical properties were 
$8 


some miles 
Tennessee. 
main- 
crews of workmen and a 
administrative staff. The 
court upholds state excise and franchise 
taxes. 
interstate, 


worth some million and it 


tained two 


substantial 


Though its «activity was wholly 
the court cites 
Federal cases upholding state taxes on 
wholly interstate business and concludes 


numerous 


85 


that this kind of tax has been approved 
in the recent Northwestern States Port- 
land Cement and Stockham Valves 
cases. Texas Gas Transmission Corp. 
Sp. Ct., Tenn., 9/3/59. 
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Michigan use tax unconstitutional. This 
decision and the voluminuos opinions 
were widely reported in the daily papers 
because of the dramatic political situa- 
tion surrounding the original adoption 
of the law and the expected repercus- 
sions of its invalidity on the state fi- 
nances and politics. The Michigan con- 
stitution forbids sales tax in excess of 
the 3% then in force. After a long and 
bitter struggle, and in the face of the 
state’s desperate financial condition, an 
increased use tax was passed, despite 
the warnings of opponents that it was a 
sales tax in very poor disguise and would 
not be upheld by the courts. The ma- 
jority of the court does decide that the 
tax was in fact a sales tax and forbidden 
by the constitution. Nims, Sp. Ct. Mich., 
10/22/59. 


Georgia Commissioner may arbitrarily 
deny educational credit. Georgia law 
allows a credit against the tax for con- 
tributions to any organization holding 
a certificate from the state revenue com- 
missioner certifying that it is organized 
and operated for educa- 
no part of its 
benefit of any 


exclusively 
tional purposes and that 
inures to the 
The 
of such 


net income 


private individual. law provides 
a certificate is 
at the discretion of the commissioner. A 


Georgia 


that the issuance 
organization, having been 
denied such a certificate, brought action 
to compel issuance on the ground that 
it met the requirements of the law. The 
Supreme Court decides that the discre- 
tion of the Commissioner is absolute and 


that he could refuse to issue the cer- 
tificate for any reason or no reason. 
Patrick Henry Schools, Sp. Ct., Ga., 
10/9/59. 


SC case follows Hansen on dealers’ re- 
serves. The language of the South Caro- 
lina income tax statute in the sections 
dealing with accounting methods is 
quite similar to that of the Internal 
Revenue Code, the court, citing 
mostly Federal cases, concludes that tax- 
payer, an auto dealer, must include in 
income the full sales price of cars sold, 
even though part of the proceeds are re- 
tained by financing institutions in a 
dealers’ reserve account for possible 
losses. Johnson, Sp. Ct., SC 8/19/59. 


and 
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How strong is pressure to limit tax 


benefits from compensation plans? 


by HAROLD W. CHATTERTON 


Every man working on pension, profit-sharing, and stock option plans is con- 


cerned lest the basic rules be changed; pressure to revise benefits is felt from 


certain spokesmen for “equity.” 


The current Ways & Means hearings suggest the 


thinking among experienced practitioners likely to affect future legislation. 


IS ONLY NATURAL to expect that 
qualified pension, profit sharing and 
stock bonus plans will be a prime target 
as Congress atempts to broaden the tax 
base by eliminating certain differential 
treatment among taxpayers. There are 
few tax shelters so attractive and avail- 
able to so many people. Eight papers 
were presented to the Committee on 
Ways and Means of the House of Repre- 
sentatives under the category of Pen- 
sions and Other Employee Benefit Plans, 
in connection with the current hearings 
on broadening the tax base. One paper 
dealt with stock options and the other 
seven with qualified plans. 

If the recommendations set forth in 
these papers influence Congress to any 
great extent, Section 401(a) and related 
sections of the Code do not appear to 
be in any great jeopardy. On the con- 
trary, these recommendations on the 
whole tend to encourage the establish- 
ment of even greater tax shelters for 
retirement plans. All seem to be in 
agreement with the allowance of deduc- 
tions for employer contributions to 
qualified retirement funds, the defer- 
ment of tax to the employee on his 
share in the fund and the exemption 
from tax of the income of such funds. 
Not all the authors agree on the capital 
gains treatment to employees upon cer- 
tain lump sum distributions from the 
funds nor do all agree on the present 
Federal estate tax of 


exclusion from 


shares in such funds attributable to em- 
ployer contributions. All seem to agree 
upon the desirability of extending the 
tax benefits of qualified plans to the 
self-employed. Some feel that social se- 


curity and similar payments should be 
made taxable. 


The sta; 


The many tax advantages of qualified 
retirement plans are very adequately 
summarized by Keith E. Morrison of the 
University of Texas, in his paper. The 
following passages from his paper fairly 
present the gist of the proposition: 

“In order to obtain the most favor- 
able tax consequences for retirement 
benefits under the present income tax 
system, the taxpayer must be an em- 
ployee and his employer must establish 
an employee benefit plan in accordance 
stringent statutory requirements. 
If the statutory requirements for a 
qualified plan are met, the optimum 
income and estate tax consequences may 
be summarized as follows: 

“1. The employer deducts contribu- 
tions to the plan when the employee’s 
services are rendered; on the other hand, 
even though the employee’s interest is 
vested, the income which has_ been 
earned is not taxed until it is dis- 
tributed, either to the employee or to 
his beneficiary after his death; during 
the period before distribution, which 
may be prolonged, no income tax is 
imposed on any income earned by the 
contributions held under the plan. 

“2. Where the total amount credited 
to the employee is distributed within 
one taxable year on account of the em- 
ployee’s death or other separation from 
employment, the tax is computed at 
favorable long-term capital gain rates. 
Moreover, the income tax on earnings 
of the contributions may be postponed 


card proposition 


with 

















indefinitely where the employer's con- rea 
tributions are invested in the employer's cur 
securities, and the earnings from these ts 
securities are likewise invested. Upon A 
distribution of the securities in kind, cap 
the employee, or his beneficiary, will ap- | gist 
parently be taxed only on the amount } trac 
represented by the original contribu- |  po¢t 
tion; the unrealized appreciation will | jt m 
be taxed only if the employee subse- | yeqy 
quently sells the securities; and if the | and 
employee dies before disposition of the } oydj 
securities, the unrealized appreciation is | year 
not subject to the income tax. on 1 
“3. Finally, if distribution is not made | secy; 
until after the employee’s death, $5,000 pres 
may be excluded from the income tax, M 
the employee’s beneficiary will be en- | quit 
titled to capital gain rates where a lump | crim; 
sum is distributed, and no estate tax | plan: 
is imposed for amounts attributed to the | may 
employer’s contribution, where distri- eae 
bution is made to a beneficiary other} able 
than the estate of the decedent em-| fA 
ployee.” tax 
Mr. Morrison contrasts the favorable highh 
tax treatment afforded qualified pen-} yery | 
sion, profit sharing and stock bonus short 
plans with the tax consequences for} able t 
the substantial majority of individuals} An, 
who are self-employed or employees} Morri 
whose employer does not have a plan. fied p 
According to Mr. Morrison provisions) Jax, A 
of the statute appear unnecessarily re-) crease; 
strictive in some aspects and incomplete!) yestme 
in others. For instance: wise i 
“If the employer’s contributions are§ be ex 
to be deductible he must meet the usual!) appear 
requirements of ‘ordinary and necessary) substay 
expense’ and must also establish af vested 
formal plan and undertake definite com) his ow 
mitments notwithstanding the uncer) 3 tax 
tainty of future business conditions.) traditic 
Elimination of the latter requirements} includj 
would promote the primary legislative| of curr 
objective—saving for retirement.” for reti 
It seems to me that the law presently 
can meet this objection. A profit sharing} Limitat 
retirement plan requiring no definite) Curre 
commitments and dependent almost en ments 0 
tirely on future business conditions canj of the 
be established. lease re 
Mr. Morrison believes that the pro- cluding 
vision which enables a plan. to invest the rea] 
int the employer’s securities appears re} from is 
lated neither to the primary objectiv4has incy 
of providing tax incentives for retire} property 
ment benefits nor to fiscal policy. Hq property 
states also that the capital gains trea'jemploye; 
ment for lump sum distributions is tofable to t 
liberal and that the estate tax exemp trust eng 
tion appears unwarranted. He feels thafincome ; 
the deferment of tax on the net uy 512). Tr 








on- realized appreciation of employer se- 


curities distributed by a qualified trust 
Lest is a questionable provision. 
Actual experience has shown that the 


er’s 


pon 


ind, | capital gains treatment on lump sum 
ap- | distributions is not always quite as at- 
unt | tractive as it may appear. Employees, 
ibu- | both high and low-paid, many times find 
will | it much more desirable to avoid even the 
ibse- | reduced take of the capital gains tax 


the | and receive their benefits gradually as 


the } ordinary income, spread out over many 
on is | years. With respect to the tax deferment 
on unrealized appreciation of employer 
nade securities, note the contrary view ex- 
5,000 | pressed by Mr. Seligman, below. 
tax, Mr. Morrison suggested that it is 
en- | quite likely that the statutory non-dis- 
lump | crimination requirements for qualified 
tax | plans are ineffective since the employer 
o the | may be led to select other very favorable 
distri- | tax differential methods which are avail- 
other | able for highly compensated employees. 
t em- However, it strikes me that most other 
tax differential methods available for 
orable | highly compensated employees are either 
pen-} very limited in application or fall very 
bonus} short of offering the features compar- 
es for) able to those of qualified plans. 
viduals (nother point brought out by Mr. 
»loyees Morrison was “the regulation of quali- 
| plan.) fied plans is both too restrictive and too 
visions) lax. As the number of participants in- 
rily re) creases, the importance of flexible in- 
mplete| vestment policies for qualified plans like- 
wise increases. If a tax differential is to 
ms are) be extended to the self-employed, it 
e usual! appears essential that all, or at least a 
ecessary) substantial portion, of the savings in- 
blish a) vested by the self-employed taxpayer in 
ite com-| his own business receive the benefit of 
uncer-)a tax differential. This has been the 
iditions.| traditional practice of the businessman, 
rements) including the farmer, both for purposes 
gislative| of current business operation and also 
| for retirement and family protection.” 
yresentl\ 
sharing! Limitation on investments 
definitt} Current law severely restricts invest- 
most €n ments of a qualified trust in the business 
ions can| of the employer. Qualified trusts may 
ease real property to the employer (in- 
the projcuding personal property leased with 
to invest the real property) and the income there- 
pears Te} irom is exempt (except where the trust 
objectiv4 has incurred indebtedness against such 
or retir} property). If the trust leases personal 
olicy. HA property without real property to the 
ins treatjémployer the income therefrom is tax- 
ns is t | le to the trust. Likewise, if a qualified 
x exemp}ttust engages directly in a business the 
feels thajincome is taxable to the trust. (Section 
net ull2). Trusts may also invest in employer 


securities but this privilege is available 
only, for all practical purposes, to large 
corporations. Internal Revenue policy 
generally forbids investments in em- 
ployer securities if such securities are not 
listed or do not have a regular dividend- 
paying history. All the above-mentioned 
restrictions do not affect the other tax 
advantages available to qualified plans 
unless the Internal Revenue Service feels 
that such investments are not for the 
exclusive benefit of the employees in 
which case the entire tax-sheltered struc- 
ture of a qualified plan could come 
tumbling down. 


Pension coverage not broad 


John W. McConnell in his paper en- 
titled ‘“Treatment of Pension Plans” 
asserts that only 17.7 million employees 
of industry have coverage in pensions 
and deferred and profit sharing plans, 
paid with tax deductible employer con- 
tributions and that more than 70% of 
the labor force is not in a position to 
benefit this favorable tax situa- 
tion. He believes that more liberal vest- 
ing provisions are needed in private 
and public plans. He cited a maximum 
cost of 15 to 20% more for a plan with 
full vesting with two years as against a 
plan with no vesting at all. “If Congress 
were to limit the nontaxable feature of 


from 


employer contributions to plans which 
were fully vested (2 years of entry into 
a covered group) plans, not only would 
the ultimate benefit of the tax differen- 
tial be distributed more equitably, but 
the mobility of the labor force would 
be increased,” he asserted. 

He added that the differential in the 
tax structure which works to the dis- 
advantage of the self-employed and the 
uncovered employee should be removed. 
This can be accomplished in part, sug- 
gests Mr. McConnell, by making con- 
tributions to qualified pension plans— 
public as well as private—and bona fide 
personal retirement systems, tax deduct- 
ible. A reasonable limitation should be 
set on these contributions say not more 
than 5% of gross income with an upper 
limit of $2,000 per year. 

Mr. McConnell points out the incon- 
sistency in the taxation of pension and 
retirement benefits. Old age survivors 
and disability benefits are taxfree. So 
are veterans’ pensions and benefits from 
the railroad retirement system. Bene- 
fits of other public and private pension 
systems are taxable above the benefit 
attributable to the beneficiaries 
contributions. 


own 
If all contributions are 
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[Mr. Chatterton is a CPA and a member 
of the firm of Maier and Chatterton, 
Portland, Oregon. He was formerly as- 
sociated with the IRS, with special re- 
sponsibility for determination letters for 
plans established in Oregon.] 





deductible, then the entire benefit 


should be taxable. 


Broader benefits urged 


All contributions by an individual to 
any form of retirement program should 
be made currently deductible, said 
Joseph L. Seligman, Jr., attorney of San 
Francisco, California, and all retirement 
income should be taxed upon receipt 
without distinction in either case be- 
tween individual, group and government 
programs. 

A suggested first step: Passage by the 
Senate of an individual retirement act 
such as the Simpson-Keogh bill (HR 10) 
with whatever compromises are neces- 
sary. 

Among the amendments. suggested by 
Mr. Seligman to implement and clarify 
the present law: (1) Expand the provi- 
sions of Section 402(a) to exclude from 
tax on distribution the unrealized appre- 
ciation in all securities distributed in 
kind by the trustee of a qualified-re- 
tirement plan; (2) provide a feasible 
method to determine with safety the 
fair-market and un- 
traded stock so that small companies 
can use restricted stock options. 

In my view adoption of the latter 
suggestion would be a marvelous boon 


value of unlisted 


to small companies with qualified re- 
tirement plans as well, if it were coupled 
with of IRS rules for- 
bidding investments by qualified plans 


a relaxation 


of small companies in stock of the em- 
ployer. 

Mr. Seligman, in his brief for the 
Simpson-Keogh bill, asserts that opposi- 
tion thereto is based primarily on three 
grounds: 

1. It will cause a current revenue loss, 
which we cannot now afford. 

2. By permitting individuals to de- 
duct the full amount of their contribu- 
tion, HR 10 would overcompensate the 
existing inequity and discriminate 
against employees and others who can- 
not deduct their contributions to group 
plans and social security. 

3. It would permit an individual part- 
ner or proprietor to adopt a retirement 
program for himself without providing 
comparable coverage and benefits for 
his employees. 
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To overcome some of these objections 
Mr. Seligman suggests that it might well 
be in the national interest to deny the 
benefits of HR 10 to any individual 
having more than, say, five employees 
who does not make available some com- 
parable retirement plan in which they 
can participate. Alternatively, the quali- 
fied retirement plan concept of Section 
401 could be amended expressly to cover 
partners and sole proprietors of busi- 
nesses having more than five employees. 

Mr. Seligman would also permit em- 
ployees who are not covered under a 
qualified retirement plan to adopt an 
individual plan under HR 10. 

In my opinion, probably the only 
simple way to achieve true equity for 
individual proprietors and partners as 
against corporate owners would be to 
extend the present provisions of Section 
40l(a) to permit individual proprietors 
included 
ployee pension plans. HR 10 goes much 


and partners to. be in em- 
further than achieving equity for the 
self-employed. It would create a dis- 
tinct tax advantage to being unincorpo- 
rated, since it would eliminate the cover- 
age and nondiscrimination requirements 
which are necessary for corporate quali- 
fied plans. On the other hand, HR 10 
would severely restrict the investment 
flexibility of plans established pursuant 
thereto and effectively channel all such 
funds through banks or insurance com- 
panies. 

I would not make any distinction for 
firms with less than five employees. Such 
firms would automatically be in a 
favored position in having fewer non- 
owners to provide for. To leave out em- 
ployees of such firms from such remedial 
tax legislation would, I feel, be grossly 
unfair as well as unnecessary. 

It said that the 
ment of a qualified plan would be too 
costly for such small firms. Yet many 


corporations have set up plans covering 


has been establish- 


one or two employees. The benefits to 
the owners of such small firms having 
qualified plans far outweigh the sup- 
of 
establishing and maintaining the plans. 


posedly comparatively high cost 
Actually the cost is quite small, even 
aside from the tax advantages, when the 
value and tenure of the plans is con- 
sidered. Establishing such a plan prob- 
ably is not much more complicated than 
planning a will. 

Mr. Seligman feels that the IRS could 
well take steps to clarify some of the 
existing provisions of the law for quali- 
fied plans. For example, the Service’s 
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rule that a qualified plan can properly 
invest in the employer’s stock only if 
dividends are normally paid on the 
stock. He asserts that the IRS may re- 
fuse to qualify a plan merely because its 
coverage is limited to salaried employees 
when Section 401(a)(5) says that a 
“classification shall not be considered 
discriminatory . . . merely because it is 
limited salaried or clerical 
ployees.” 

It seems to me that tremendous steps 
have been taken by the IRS since the 
issuance of Revenue Procedure 56-12 in 
the direction of uniformity. This is the 
means whereby a taxpayer may appeal 
to the National Office an adverse de- 
termination by any District Director 
with respect to any would-be qualified 
plan, whether proposed or adopted. The 
appeal procedure is remarkably simple 
and has effectively swept away many 
arbitrary local rules of some District 
Directors. Even the West Coast taxpayer 
has a chance on properly presented ap- 


to em- 


peals by mail. 


Desirability of capital gains feature 


John K. Dyer, Jr., of Philadelphia, 
Pa., has for 22 years acted as consultant 
to management on employee benefit 
plans has been in the special field of 
pensions. He points out that the per- 
sonal financial requirements of retiring 
employees are often best served, entirely 
apart from tax considerations, by the 
payment of a lump sum in lieu of all or 
a part of a life pension. The liquidation 
of a mortgage or other indebtedness, 
substantial expenditures incidental to a 
change of residence upon retirement, 
and other special situations frequently 
create a real and unnecessary hardship 
if retirement benefits are available only 
as income, or are subject to confiscatory 
tax if commuted. In short, Mr. Dyer 
favors, with some modifications, the re- 
tention of capital gains treatment on 
lump sum distributions from qualified 
plans (Section 402(a)). 

Mr. Dyer also favors the enactment 
of some version of HR 10 bill as a step 
toward eliminating differential tax treat- 
ment among taxpayers. It seems illogical, 
he asserts, that a corporate employer 
with only one or two employees can set 
up a qualified plan even though one of 
the covered employees may be the sole 
owner of the corporation, while an in- 
dividual or partners cannot participate 
in a qualified plan established for their 
“Elimination of dis- 
crimination would not only extend tax 


employees. this 


deferments to proprietors of small busi- 
nesses which are not incorporated, but 
more importantly would stimulate the 
extension of private pension plans to 
the many employees of such businesses,” 
Mr. Dyer said. 

As for HR 10 itself, Mr. Dyer has sug- 
gested a tax deduction for payments into 
qualified individual retirement funds to 
the extent of 50% of such payments. 
This is presently the case with Social 
Security and the Railroad Retirement 
Act where one-half of the total contri- 
butions (the employer’s half) is in effect 
tax deductible, but the other half (the 
employee’s half) is paid out of taxed 
income. Mr. Dyer feels that since under 
his proposal each dollar of tax deduct- 
ible money paid into an individual re- 
tirement fund will have to be ‘“‘matched” 
by a dollar of aftertax money a built-in 
deterrent would exist to the indiscrimin- 
ant use of this facility. 


Labor view would limit benefits 


Leonard Lesser, director, social 
curities activities, industrial union de- 
partment, AFL-CIO, says that if the tax 
laws are to be used to encourage the 
establishment of private pension pro- 
grams it is essential to limit the tax ad- 
vantages to those programs which are 
aimed at meeting the retirement prob- 
lems of the aged and to eliminate any 
tax advantages which are not necessary 
to achieve this purpose. 

Mr. Lesser feels that perhaps the 
most flagrant example of such a devia- 
tion from the basic purpose of a pen- 
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lump-sum cash settlement on attaining 
retirement age, on termination of em- 
ployment, or at some other point in lieu 
of the right to receive benefits for life. 
Yet, he asserts, present tax law accords 
more favorable tax treatment to such 
favorable lump-sum cash payments than 
regular pension benefits (i.e. long-term 
capital gains treatment under Section 
402(a)). Current proposals which would 
permit the establishment of individual 
retirement funds by the self-employed 
and other persons who are not. qualified 
to participate in employee pension plans 
are criticized by Mr. Lesser on the 
grounds that this would discourage the 
establishment of nondiscriminatory 
broadly based pension programs by em 
ployers or would permit the escape of 
higher paid employees from such pro 
grams. This would permit the establish- 
ment of a plan by an individual pro 
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prietor without requiring that a pen- 
sion program be established for his em- 
ployees, according to Mr. Lesser. He 
feels that a sounder approach would be 
to extend the present provisions to per- 
mit individual proprietors and partners 
to be included in employee pension 
plans. 


Other proposals 

Frank B. Cliffe and Allen D. Marshall 
recommend the allowance of a tax de- 
duction to each person for placing a 
part of his income into an approved 





*IRS won't allow deduction for pay- 
ments from employees trusts though in- 
terests were forfeitable. The IRS an- 
nounced it will not follow the decision 
of the Court of Claims in Russell Manu- 
facturing Company (175 F. Supp. 159) 
which held the taxpayer was entitled to 
a deduction for the amounts of compen- 
sation which were actually paid out of 


irrevocable trusts in that year to the 
employee-beneficiaries, cven though 
under the trust agreements the em- 


ployees’ rights were forfeitable at the 
time the taxpayer made contributions to 
not deductible 

held the 
Regulations which provide that “if an 


the trusts and so were 


then. This decision invalid 


mount is paid during the taxable year 
but the rights of the employee therein 


forfeitable at the time the amount 
s paid, no deduction is allowable for 
such amount for any taxable year.” The 
IRS position is that the court’s deter- 
nination that the Regulations do not 


reflect the provisions of Section 23(p)(1) 


D) is contrary to a long standing in- 
rpretation of this Section by the Serv- 
, which is supported by the legislative 
that Section. IRS said the 
Regulations will 


history of 


lisputed not be 


hanged at this time pending further 


arification of the issue. TIR-182. 


\Lump sum retirement distribution was 
{ due to separation not termination [Ac- 

liescence|. Taxpayer was a participant 
n his employer’s qualified retirement 
plan. On May 5, 1955 new owners ac- 
jquired the stock of the employer-corpo- 
\ration and voted to terminate the re- 
jtirement plans as of May 5 if a ruling 
IRS that 
termination would have no adverse tax 
onsequences. On July 26, the IRS gave 
favorable ruling, and taxpayer received 


could be obtained from the 


New compensation decisions this month 


type of plan for old-age purposes— 
prefunding of health insurance as well 
as for retirement income. Employee con- 
tributions to qualified pension plans 
would be included in this deduction. 
The investment income would also be 
tax free until the individual retired and 
started receiving old-age income. Messrs. 
Cliffe and Marshall suggest maximum 
permissible deductions expressed as a 
per cent of taxable income before con- 
tribution deductions ranging from 3% 
below age 30 to 10% at age 60 and 
over. w 


a lump sum distribution on August 1 in 
discharge of all his benefits under the 
plan. Taxpayer was actually separated 
from his employer’s service on June 1. 
Since the retirement plan had not de- 
finitely been terminated on the date 
of his separation, the payments to him 
two months later, held to have 
been made on account of his separation 
from the employer’s service and not be- 
cause of termination of the plan. Ac- 
cordingly the payments were taxable as 
long term capital gain. Judkins, 31 TC 
1022, acq., IRB 1959-42. 


were 


Pension contributions can be carried 
forward after termination: IRS will 
follow Royer. In Royer’s, Inc. (265 F.2d 
615) the Third Circuit held excess con- 
tributions to a profit-sharing trust could 
be carried forward and deducted in a 
year when the trust no longer existed. 
The court held that the provision of 
the Regulations, which prescribed in 
that the deduction would 
be allowable only for a year of the em- 


substance 


ployer in which the trust was exempt, 
was not warranted by the Code. The 
same situation exists under the 1954 
Code. IRS said that, as the law now 
stands, and pending reconsideration of 
the Regulations and of Rev. Rul. 54- 
270, CB 1954-2, 97, the decision in the 
Royer’s case will be followed in cases 
arising under both the 1939 and 1954 
Codes. TIR-181. 


Payment to officer's widow taxed as 
compensation. A payment by a corpora- 
tion to the widow of its deceased officer 
was found by the Tax Court to repre- 
sent compensation for decedent's serv- 
ices, rather than a gratuity, and as such 
is included in the widow’s income in 
full. This court affirms saying there 
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was adequate support for the Tax Court 
finding. The decedent had been a 50% 
stockholder of the corporation, which 
was closely held. The payment was 
treated on the books as salary; it was 
referred to in the director’s minutes as 
compensation and was intended to 
equalize his share of the earnings of a 
profitable year with the salary of his 
brother. Ginsberg Estate, CA-5, 11/10/ 
59. 


Taxation of compensation + 


Regulations correct in denying $5,000 
death benefit exclusion to non-forfeit- 
able interests [Old Law]. Under the 
1939 Code $5,000 of the total death 
benefits distributed from a pension trust 
was excluded from gross income of the 
recipient. the Regulations 
denied the exclusion if the deceased em- 
ployee had a non-forfeitable right to 
receive such amount prior to his death. 
The Tax Court found the Regulations 
invalid. This court reverses, finding that 
in the light of the legislative history the 
Regulation is a valid test for determin- 
ing whether or not a benefit is a true 
death benefit. [The 1954 Code grants 
the exemption whether or not the em- 
ployee had non-forfeitable right prior 
to death.—Ed.] On another issue, the 
Tax Court is affirmed in holding that 
the pension trust distribution consti- 
tuted taxable income; taxpayers claimed 
it was a return of estate corpus. Hess, 
CA-3, 10/16/59. 


However, 


Annuities were not deferred compensa- 
tion; employer may deduct cost when 
purchased. In 1951 taxpayer created a 
group-life annuity plan for its em- 
ployees. The plan excluded four of the 
employees who were over 70. Taxpayer 
felt it had a moral obligation to these 
ineligible employees and in 1953 voted 
to give them equivalent annuities which 
were actually purchased in January 
1954. The court finds the purchase was 
not under any plan deferring the re- 
ceipt of compensation such as to render 
it deductible only under the pension 
plan provisions. Accordingly the pay- 
ment was an ordinary and necessary 
business expense properly accruable in 
1953, the year the obligation was in- 
curred. H. B. Ives Co., TCM 1959-187. 





*xindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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SS pensioners may be 
permitted to earn more 


LIBERALIZATION IN THE social security 
law is expected in this session of Con- 
gress. The politicos point out that this 
has been done in every election year 
since 1948. A benefit increase, a provi- 
sion for medical care and a change in 
the limitation on earnings are the pro- 
posals regarded as certain to get serious 
attention. 

One proposal almost certain to be en- 
acted is to eliminate the rule that 
denies a disability benefit to a worker 
under age 50. It is understood that the 
Administration will support this pro- 
posal since it can be enacted without 
requiring any tax increase. 

Since benefits were raised the 
average of 7% in 1958, it is doubtful 
that another across-the-board increase 
would be enacted at this time. However, 
it is known that the Administration is 
studying a preposal which would link 
the benefit level to the cost of living so 
that OASI 
deprived of ordinary necessities as the 
standard of living increases. It is under- 
stood that the proposal presently being 
considered would provide for automatic 
increases in the benefit level whenever 
the consumer price index rises. 

The question of medical care for 
OASI beneficiaries, including hospital 
and doctor’s fees, is the crux of the en- 
tire program in this election year. Im- 


on 


beneficiaries would not be 


provements and liberalizations in other 
areas will depend almost entirely on 
what is done about medical care. 

Another current proposal is to raise 
the present $1,200 earnings limit to 
$1,800 or to $2,400. In fact there are 
some proposals to eliminate the earnings 
test entirely recognizing, however, that 
this would cost upwards of $2 billion a 
year. Such proposals will not be con- 
sidered seriously. 

In connection with the earnings test 
a very interesting proposal has been de- 
veloped by Mr. Dwight S. Sargent, Per- 
sonnel Director of Consolidated Edison 
Company of New York and Chairman 


of the Employment and Retirement 
Committee of the National Committee 
onthe Aged. Speaking before the Senate 
Subcommittee on the Problem of the 
Aged and the Aging last June, Mr. Sar- 
gent stated, in part— 

“There is no question but that pen- 
sioners in the 65-71 age group watch 
the $1,200 earnings limit very carefully 
and do not make the mistake of work- 
ing enough to earn a little over that 
amount, thus losing one or more bene- 
fit checks. Of course, if the man’s wife 
is also receiving payments on her hus- 
band’s qualification, the individual is 
doubly careful, because she loses her 
check for each one her husband loses. 

“T think it is also well understood that 
the present Social Security rules invite 
collusion between individuals and em- 
ployers and concealment of earnings by 
employees. To carry out such action is, 
of course, a violation of the law, but 
persons rationalize this on the grounds 
that the rules are unfair and so they are 
forced to get around them. 

Mr. Sargent proposed that the dis- 
qualification of Social Security be related 
to the income earned so that for each 
dollar earned a lesser amount of Social 
Security is lost. This would provide an 
incentive for pensioners to take on part 
time or sporadic jobs. 

Mr. Sargent urged these principles to 
establish a fair and equitable system for 


reducing social security benefits as pen- 
sioners have income from employment: 

1. A man age 65, with a wife and two 
or more dependents, eligible to receive 
the maximum Social Security Benefits, 
should lose not more than $1 Social Se- 
curity benefits for each $1 he earns over 
the base $1,200. This man would not 
improve his financial position by earn- 
ing over $1,200 up to $4,248 a year. 
Neither would he be penalized—no in- 
centive is provided but the existing 
penalty is eliminated. 

2. A man age 65, eligible for only 
primary benefits, should lose not more 
than $1 of Social Security Benefits for 
each $2 he earns over the base $1,200. 
This individual is given the maximum 
incentive to work. 


3. A man and wife, both age 65, with | 


no dependents, both eligible for maxi- 
mum Social Security Benefits, should 
lose not more than $2 of Social Security 
Benefits for each $3 the man earns over 
the base $1,200. This provides less in- 
centive than for the man_ receiving 
primary benefits only, but still is an 
incentive to work. (If the wife is 
younger than 65 the incentive is pro- 
portionately improved.) 

Tables prepared by Mr. Sargent show 
how this would work out at various 
levels of income and in various family 
situations. The adjoining table illus 
trates the treatment of a married pen- 
sioner with no dependent children. 

This plan should receive widespread 
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attention, your editor believes. It would 
offer the inducement to work without] 
increasing the total cost of Social Se- 
curity. And this is of benefit not only in 
the fact that it will keep in the labor} 
market a good many skilled and useful! 
people, it will also encourage oldsters to 
keep active and interested. The stu- 
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PROPOSED SS WITHHOLDING FOR EMPLOYMENT AFTER 65 
Annual Number of Married—$174. per Month 
Earnings Monthly Checks SS Gross Income 

Min. Max. Paid Held Paid . Min. Max. 

0 $1200.00 12 0 $2088.00 $2088.00 $3288.00 
$1200.01 1454.00 1] 1 1914.00 3114.01 3368.00 

1454.01 1708.00 10 2 1740.00 3194.01 3448.00 
1708.01 1962.00 9 3 1566.00 $274.01 3528.00 
1962.01 2216.00 4 1392.00 3354.01 $608.00 
2216.01 2470.00 7 § 1218.00 3434.01 3688.00 
2470.01 2724.00 6 6 1044.00 3514.01 3768.00 
2724.01 2978.00 5 7 870.00 3594.01 3848.00 
2978.01 3232.00 4 8 696.00 3674.01 3928.00 
$232.01 3486.00 3 9 522.00 $754.01 4008.00 
5486.01 3740.00 2 10 348.00 3718.01 3972.00 
3740.01 3994.00 ] 11 174.00 3914.01 4168.00 
3994.01 UP 0 12° 0 3994.01 UP 
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dents of the problem have been telling 
us for years that the unkindest thing 
you can do to an active vigorous person 
of 65 is to force him to give up all his 
work, w 


NY UI covers one employee 
THOUSANDS OF PROFESSIONAL men with 
one-girl offices will become subject to 
the New York State Unemployment In- 
surance Law January 1, 1960. 

This results from a change in law ex- 
tending coverage to all employers who 
pay wages of $300 or more in any calen- 
dar quarter. Liable as of January 1, 1960 
will be employers who had payrolls of 
at least $300 in the October-November- 
December, 1959 quarter. Employers 
whose quarterly payrolls reach $300 at a 
later date will come under the law then. 

Once subject to the law, an employer 
must pay a quarterly tax on his pay- 
roll. Payment is due by the end of the 
month following each calendar quarter. 
The employer who became liable Jan- 
uary 1 must make his first payment for 
the January-March period by April 30. 

Ihe tax is fixed at 2.7% of payroll 
for at least the first seven quarters an 
employer is in the system. Thereafter, 
under an experience rating formula, he 
may qualify for a lower rate if he has 
had little or no turnover of personnel. 

Tax liability continues until the em- 
ployer can show that in four consecu- 
tive calendar quarters his payroll has 
been less than $300. * 


Recent changes in payroll tax 
laws and regulations 


Oregon 


Amendments to the Oregon Unem- 
ployment Insurance Law in 1959 made 
provision for increasing the taxable wage 
based from $3,600 to $3,800 when the 
Unemployment Insurance Fund falls to 
a low level as of August 31 of any year. 

Since the Oregon Fund has fallen be- 
low this level as of August 31, 1959 
employers must pay unemployment in- 
surance contributions in the State of 
Oregon on a $3,800 taxable wage base 
for the calendar year 1960. * 


Wisconsin 


Recent amendments to the Wisconsin 
Unemployment Law provided for semi- 
annual adjustment of the maximum 
weekly unemployment insurance bene- 
fit. A new maximum is determined semi- 
annually and is computed at 5214% of 
the State’s average weekly wage for work 


covered under the law in the year end- 
ing on either June 30 or December 31. 

Based on the average for the 12 
months ended June 30, 1959, the maxi- 
mum unemployment insurance benefit 
amount in Wisconsin, beginning Jan- 
uary 1, is being raised from $41 weekly 
to $47 weekly. v 


Kansas 


The weekly maximum Unemploy- 
ment Insurance Benefit amount for the 
State of Kansas has been computed at 
$41 for the year 1960. 

This maximum is determined an- 
nually on the basis of a percentage of 
the average weekly wage of all workers 
insured in the State of Kansas for the 12 
month period ending June 30. w 


Tennessee 


Extensive changes were made to the 
Tennessee Unemployment Insurance 
Law, all of which became effective in 
1959. 

The maximum weekly unemployment 
benefit amount payable to an unem- 
ployed claimant was increased from $30 
to $32 and the total benefits payable 
were increased from $660 to $704. The 
disqualification for voluntary quitting 
of employment without good cause con- 
nected with work, or for quitting em- 
ployment because of marital or domes- 
tic reasons, or on account of misconduct 
(other than gross misconduct) formerly 
ranged from a period of from 1 to 9 
weeks. Under the new law the disquali- 
fication period for any of the above rea- 
sons will be a uniform four weeks, with 
a five weeks reduction in the total bene- 
fits payable to the unemployed individ- 
ual. Claimants who leave work on ac- 
count of pregnancy will be disqualified 
for four weeks after they become able 
to work and the total benefits payable 
to these individuals will be reduced by 
10 weeks. 

Individuals who failed, without good 
cause, to apply for or accept suitable 
employment were formerly disqualified 
for a period ranging from one week to 
five weeks. This disqualification will 
now be for a uniform four weeks with a 
five week reduction in the total benefits 
payable. 

An unemployed individual will be 
disqualified from receiving unemploy- 
ment insurance benefits for any week in 
which he receives remuneration in the 
form of a pension or other retirement 
pay from an employer or from any fund, 
50% ‘or more of which was contributed 
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to by the employer. If the pension or 
retirement pay for any week is less than 
the weekly unemployment insurance 
benefit amount, the claimant will be 
paid the difference. The law specifically 
provides that no disqualification will be 
made for payments received by an indi- 
vidual under the Federal old age pro- 
gram. 

In connection with the assignment of 
contribution rates to employers, the law 
was changed to provide for eventual as- 
signment of rates up to 4.0% for em- 
ployers whose individual unemployment 
insurance reserves have a negative bal- 
ance. Prior to this change, the highest 
rate was 3.0%. 


New decisions 





xkNew withholding rules for construc- 
tion workers use I-year test. New rules 
for withholding on daily transporta- 
tion and per diem allowances paid em- 
ployees working on construction and 
other projects in remote areas went into 
effect January 1, 1960. The new with- 
holding rules do not cover the question 
whether actual related expenses of the 
employee are deductible on the em- 
ployee’s tax return. Employee deduc- 
tions in such cases will be covered in an- 
other ruling to be announced at a 
later date. 

The new withholding tax ruling re- 
quires that as of January 1, 1960, Fed- 
eral income tax be withheld on the 
allowances whenever: 

(1) The employee has actually worked 
for a substantially continuous period of 
one yéar in any particular project area; 
or, 

(2) At the time of hiring, it is ex- 
pected that the employee may be em- 
ployed in a particular project area for 
more than one year; or, 

(3) It becomes apparent at any time 
that the employee’s services in a par- 
ticular project area may reasonably be 
expected to continue for more than one 
year. Rev. Rul. 59-371. 





New Simplified 


COMBINED 
WITHHOLDING 
TABLES 


now available. 


Complete sets of combined income-tax 
and social-security withholding tables, 
weekly, bi-weekly, semi-monthly, daily 
and miscellaneous, are now available. 
For details see advertisement on in- 
side front cover of this issue. 
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Sixth Circuit in Ducros departs from 


basic corporate insurance cases 


Though the Sixth C 


by ROBERT J. LAWTHERS 


Circuit in Ducros attempted to distinguish the contrary holding 


of Golden, long regarded as one of the fundamental cases establishing the taxation 


of insurance paid for by corporations on the lives of shareholders and for their 


benefit, Mr. Lawthers finds the distinction untenable and thinks that Ducros may 


mean that a new direction is being given to this branch of the law. 


f bbe FACTS OF Ducros! are deceptively 
simple. Carlton L. Small applied to 
the New England Mutual Life Insur- 
ance Company for an insurance policy 
on his life for the benefit of Smead and 
Small, 
holder, 
(The corporation did not join in the 
application.) Pursuant to the applica- 
tion, the insurance company issued the 
as death 


Inc., of which he was a share- 


officer, and valuable employee. 


with the corporation 


with all of 


policy, 
beneficiary and owner, i.e., 
the customary rights to change the bene- 


ficiary, surrender the policy for its cash 


value, etc., reserved to the corporation. 
Shortly thereafter, pursuant to the 
intention at the outset,2 of which the 


insurance company had not been aware, 
the corporation changed the death bene- 
certain individuals, share- 
holders the 
changes of beneficiary were made by the 
corporation, and, at the insured’s death 
in 1951, the last designated beneficiary 
was the wife of the insured and another 
shareholder, Mrs. in specified 
shares. Throughout the life of the policy 
the corporation had paid the premiums, 
had reserved the right to change the 
beneficiary, surrender the policy, etc., 
and had carried the policy on its books 


ficiary to 


of corporation. Various 


Ducros, 


aS an asset. 

During the life of the insured neither 
the insured nor anyone other than the 
corporation had possessed any right with 
respect to, or interest in, the policy, ex- 
cept for the tenuous possibility of the 
beneficiaries’ receiving the proceeds at 
the insured’s death. And this possibility 
was subject to the pleasure of the corpo- 


ration, from time to time, during the 
life of the insured. 

The rights reserved to the corporation 
by the terms of the policy having termi- 
nated with the death of the insured, the 
insurer made payment of the proceeds 
by its cheques drawn directly to the 
order of the named beneficiaries. Mrs. 
Ducros resisted a claim of the Govern- 
ment that her share of the proceeds was 
includible in her gross income, and the 
dispute reached the Tax Court. 


The Tax Court’s Ducros 


Ignoring, apparently, arguments of 
the Government based on the rule of 
Golden* (see below), the trial judge, 
himself, evolved the novel theory that 
the policy might be considered to be a 
wagering contract and not an insurance 
policy to which the customary exclusion 
from gross income would apply.6 He 
requested supplementary briefs on this 
point, following which the court de- 
cided against the taxpayer and held her 
to be subject to income tax on what she 
received, as being the proceeds of a 
wager. 

The line of reasoning of the opinion 
would appear to be as follows. Absent 
a valid insurance contract, the exclu- 
sion of death proceeds from gross in- 
come is inapplicable. A contract issued 
by an insurance company cannot be an 
insurance contract in the absence of an 
insurable interest. Since, in taking out 
the policy, the corporation acted not 
with the intention of indemnifying it- 
self, but with the intention of bene- 
fitting its shareholders, there was no in- 





surable interest. Absent an insurable in- 
terest at the outset, no subsequent act 
could create a real insurance policy. 
Ergo, what the insurer paid Mrs. Ducros 
was not exempt proceeds of an insur- 
ance policy but the taxable winnings of 
a wager. 

The opinion is notable for ignoring 
the law of the applicable jurisdiction 
respecting insurable interest and the 
requirements for a valid, enforceable 
life-insurance policy. It appears to have 
attempted to create a special Federal tax 
doctrine respecting these. Equally novel 
was the attempt to apply a subjective 
test of the intent of a purchaser in tak- 
ing out insurance rather than the ob- 
jective one of the purchaser’s interest in 
the life insured. Finally, the opinion 
seems to have assumed that a corpora- 
tion might have an insurable interest 
in a life, by reason of the loss it might 
suffer at the death, without the share- 
holders, who must ultimately suffer any 
loss of their corporation, having such 
an interest. 


The Sixth Circuit’s reversal 

In its opinion,® the Sixth Circuit re- 
pudiates the entire line of reasoning of 
the Tax Court. 

“The question of whether this con- 
tract of insurance was a valid one is to 
be determined by the law of the place 
where the contract was made, which 
was Ohio... .” 

“. . .[W]hether the contract be con- 
sidered as having been taken out either 
by Carlton L. Small or by the firm of 
Smead & Small, Inc., it was a valid one 
at its inception under Ohio law.7 

“The policy having been valid at its 
inception it cannot be considered as a 
wagering contract. It is sufficient that 
there an insurable interest at the 
time the policy is taken out. ... 

The opinion also takes account of the 
initial intention to name shareholders 
as beneficiaries. Thus, it might be of 
some value ih upholdng the validity (for 
purposes of the exclusion of proceeds 
from gross income) of an_ insurance 
policy taken out by shareholders on the 
life of a valuable executive of their 


be 


” \ 


corporation. 7 


“ 


early demise of the president, except in 
the most fundamentally pecuniary sense 
of the term ‘benefit.’ But the same is 
true of every policy of life insurance 
. - That consideration cannot be | 
utilized to label an otherwise valid ad 


. Neither the corporation nor the | 
shareholders stands to benefit by ; 
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insurance contract as a wagering con- 
tract.” 

Thus the wagering-contract theory of 
the Tax Court was disposed of. Before 
considering the reasoning of the Court 
of Appeals in holding that Mrs. Ducros 
received taxfree insurance proceeds 
from the insurer, not a taxable dividend 
from the corporation, a review of prior 
law is imperative. 


The basic problem 


Che basic problem is whether a corpo- 
ration may use its earnings and profits 
to pay premiums on a _ life-insurance 
policy to benefit its shareholders (or a 
shareholder) without their being at any 
time subject to the income tax.® If they 
are subject to the tax, is it with each 
premium payment by the corporation 
the death proceeds, 
or, possibly, a little of each? The same 
considerations apply in using life in- 
surance as a means of compensating an 
employee, but for simplicity this discus- 
sion is confined to dividend problems.® 

Until the Ducros reversal a consistent 
and readily administerable body of case 
law had developed, needing only the 
filling in of a few interstices to be com- 
plete, simple, and adequate.1° Such law 
was epitomized by Golden.11 The rules 
developed and implicit in that opinion 
ire consistent with all prior law and 
with every subsequent unreversed case, 
the Ducros. A 
thorough understanding of it is, there- 


or with receipt of 


with exception of 
fore, necessary for a proper evaluation 
of Ducros. 


The Golden rule 


\ corporation had been the absolute 
beneficiary and owner of a number of 
insurance policies on the life of its 
president, for which it had paid pre- 
distribution 
agreement with a trust company for the 


miums. It entered into a 


trustee to receive the policy proceeds 


at the death of the insured and dis- 


30 TC 1837, 1958, rev’d, see note 6 infra. 

id, 1339. 

Personal knowledge. 

*See note 11 infra and text to which it applies. 

1939 IRC Section 22(b) (1) (A), to which Sec- 
tion 101(a)(1) of 1954 IRC corresponds. 

Ducros, CA-6, 11/25/59, reversing 30 TC 1337 
There is some confusing discussion as to 
whether the policy was “taken out” by the in- 
sured or by the corporation, but, fortunately, 
the decision does not depend on this point—as is 
evident from the quotation. 

Assuming no equivalent, full and adequate 
onsideration flowing back to the corporation 
nder such circumstances that the distribution 
could not be considered a taxable dividend in 
any event. 

Whatever rules apply to the use of life insur- 
ance as a medium to pay dividends should like- 
wise apply to its use to pay compensation or to 
make any other distribution which could result 
in taxable income for the distributee—whether 
with each premium payment or with receipt of 


tribute such proceeds to the share- 
holders of record at such death. The 
corporation named the trustee as death 
beneficiary. The corporation continued 
to reserve to itself some, but by no 
means all, of the customary rights of 
policy ownership.!* It continued to pay 
premiums. The president died, and the 
trustee received and distributed the 
policy proceeds. 

The Third Circuit held the proceeds 
to constitute the distribution of a tax- 
able dividend by the corporation. Let 
us look at its reasoning. 

First, it did not base its decision on 
the trustee’s being an agent of the 
corporation to receive the proceeds on 
its account and effect a distribution on 
its behalf to the shareholders. On the 
contrary, the court makes it clear that 
its decision did not depend on the use 
of a trustee. 

‘“. .. Are the amounts received by the 
stockholders from the trust 
exempt insurance money or taxable divi- 


company 


dends? Or, further, are they in the na- 
ture of both? 

“We are unable to detect any sub- 
stantial flaw in the appellant stock- 
holders’ argument that their receipts 
from the trust company are amounts 
received under a life insurance contract. 
. .. The formal transfer of monies from 
the insurance company to the stock- 
holders via the trust company occurred 

in the manner contemplated by 
the exemption regulations. 

“The qualification inherent in our use 
of the adjective ‘formal’ proceeds from 


a conviction that the stockholders’ re- 


ceipts at bar must also be classified as 


” 


dividends. .. . 

The eleven policies certainly 
constituted corporate assets before the 
distribution agreement with the trust 
company. Even after the agreement the 
Valve Company continued to deplete its 
coffers by paying premiums to keep some 
of the policies alive. Yet ensuant upon 


policy proceeds. See Lawthers, “Federal Tax 
Consequences of Life Insurance in Buy and Sell 
Agreements,”’ Proceedings Eighth Annual Tulane 
Tax Institute (Bobbs-Merrill, 1959) 78. 

10 A detailed discussion of theory and prac- 
tice, based on pre-Ducros law, will be found in 
Lawthers, op. cit. note 9 supra. 

11 Golden (118 F.2d 590, CA-3, 1940, affirming 
39 BTA 676, 1939). 

122The corporation reserved: the right to re- 
ceive policy dividends; the right to change the 
beneficiary with the consent of the trustee and 
the trust beneficiaries (the court found difficulty 
in determining what this really meant); and the 
right to hypothecate the policies “not only to 
the extent of assigning them, but also to the 
extent of selling them.” 

18The court notes that the persons who would 
benefit from the policies were the shareholders 
at death and could not earlier be determined. 
There may be an implication here that tax 
liability must be found at death because those 
who would be liable could not be determined 
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Mr. Golden's death, the corporation had 
nothing, the stockholders everything. 
A dividend transfer, actively engineered 
by the corporation (which acquired the 
policies, and entered into the distribu- 
tion agreement), occurred somewhere 
along the line. The only difficulty is in 
fixing the exact point.” 

" Practically speaking, the stock- 
holders could receive no cash until the 
policy proceeds were collected. Tech- 
nically speaking, they received but little 
else until then.1%, . .We have spoken, 
moreover, of certain policy rights re- 
served by the Valve Company in the 
distribution agreement. These, we think, 
constituted a retention of incidents of 
ownership sufficient to delay the occur- 
rence of a transfer, as that concept has 
been developed in the surely analogous 
fields of estate and gift taxation, until 
those incidents were extinguished at 
Mr. Golden’s death. That being so, the 
Commissioner’s measure is the correct 
one [the measuring of the dividend as 
the amount of policy proceeds—R.J.L.]. 

“We are confronted, then, with the 
unusual spectacle of two provisions of 
the same enactment in direct collision 
with each other. Both speak in specific 
terms . . .; yet one imposes tax, the other 
exempts from tax. If there is any force 


whatever in the horn-book rule that 
exemptions should be narrowly con- 
strued against the taxpayer . the 


exemption should and must give 
way. ‘ 

Thus, the court did not proceed on 
any conduit theory of constructive re- 
ceipt. by the corporation and distribu- 
tion to the shareholders by the trustee 
as agent of the corporation. Looking 
solely to the provisions of the Code ex- 


cluding life-insurance proceeds from 


gross income, the shareholders were en- 
titled to receive them taxfree. Looking, 
however, to the provisions of the Code 
defining a dividend, the shareholders 
were subject to income tax on what they 


during life. I believe that this 
sidered as secondary to the main line of rea- 
soning that it is the proceeds that are taxable 
at death, with no tax during life, when the 
corporation retains a sufficiently substantial right 
in the policy to be extinguished at death. How- 
ever, under this rule, a difficult situation could 
arise if a corporation retained no right to be 
extinguished at the death of the insured and 
yet the beneficiaries to receive the death proceeds 
could not be determined during life. Let us sup- 
pose a situation similar to Bi rwit (see note 16 
infra and text to which it applies), with 
neither the insured nor the corporation possess- 
ing any substantial right to be extinguished at 
the death of the insured, but with the irre- 
vocable death beneficiaries of the policies being 
those persons who might be the shareholders of 
record at the death of the insured—and not 
persons to be properly viewed as appointees of 
the insured. It might be that the Golden theory 
might break down or need some further exten- 
sion at this point. 


is to be con- 
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received. Confronted with two provi- 
sions of the Code in direct collision with 
each other, the court held that the ex- 
emption must give way. 

An understanding of the scope of 
Golden and an adequate comparison of 
it and Ducros requires a consideration 
of other cases to see how other law fits 
in with their respective philosophies, 
particularly with respect to the taxabil- 
ity of premium payments. The discus- 
sion will be limited to cases involving 
borderline or 
those which particularly exemplify a 


unusual or situations, 


critical point.14 


Premiums taxable? 

When a corporation paid premiums 
on an insurance policy on the life of 
its shareholding president, in which 
policy the corporation had no interest 
and which could benefit solely the in- 
sured and another shareholder, the pay- 
ment of premium constituted a taxable 
dividend to the two shareholders in the 
proportions in which they would benefit 
from the policy.15 

When a corporation paid premiums 
on policies on the life of its sharehold- 
ing president, which irrevocably estab- 
lished as death beneficiaries persons who 
could be considered as appointees of 
the insured, and under which the corpo- 
ration could gain no direct benefit, the 
amount of its premium payment was in- 
cludible in the gross income of the in- 
sured.16 In the absence of special policy 
provisions to the contrary, the normal 
result of naming beneficiaries irrevoc- 
ably would be not only that the bene- 
ficiaries could not be changed without 
their consent, but that neither the in- 
sured nor the corporation, separately 
or together, could have surrendered the 
policies or have otherwise dealt with 
them. Thus, I view this case as epitomiz- 
ing the limiting point for taxing pre- 
the It 
the Golden rule that it is the premiums 


miums to insured. conforms to 
that are taxable rather than the proceeds 
when the corporation has not retained a 
sufficiently substantial interest or right 
to be extinguished at the death of the 
insured. 

When a corporation paid premiums 
on a policy on the life of- its 98% share- 
holder and president, of which the cor- 
poration was the sole beneficiary and 
owner, premiums could not be taxable 
to the insured shareholder even though 


an intent could be inferred that the 


policy be used for his benefit.17 
When a corporation paid premiums 


February 1960 


on policies on the lives of employed 
shareholders, payable to shareholders or 
appointees of shareholders, with a share- 
holder having the right to name or 
change beneficiaries, the premiums were 
not taxable to a shareholder: when by 
local law the policies could be reached 
in equity for the benefit of the corpo- 
ration;!8 or the corporation could still 
be considered as the owner of the poli- 
cies and there were possible future cir- 
cumstances under which it might have 
the right to name itself as beneficiary.1® 
The courts expressly left open the ques- 
tion of possible income-tax liability 
when policy proceeds became payable. 
But each of these situations involved 
an expected use of the proceeds at death 
to effect a corporate redemption of the 
insured’s stock. 


Premiums not taxable to officer 


Premiums paid by a corporation have 
been held not to be taxable to the in- 
sured (its president) even though the 
policy provided for personal death bene- 
ficiaries and the insured possessed the 
right to change beneficiaries and other- 
wise appeared as record owner of the 
policy.2° Upon the basis of an elaborate 
presentation of facts to the trial court, 
the appellate court held that the insured 
owned the policy solely as agent for the 
corporation. But the opinion expressly 
left open the question of income-tax 
liability to the death beneficiaries had 
the proceeds of the policy become pay- 
able to them. 

Careful research has failed to disclose 
any unreversed case in which it is evi- 
dent that a corporation paying pre- 
miums has retained the right to sur- 


14 No extensive discussion is needed of the fol- 
lowing cases (all that I know of) in which an 
insured has been held to be subject to income 
tax on premiums paid by a corporation on in- 
surance with respect to which he had the right 
to name and change the beneficiary, with no 
indication of the corporation’s possessing any 
right or interest in the insurance policies: 
Yuengling (69 F.2d 971, CA-3, 1934, affirming 
27 BTA 782, 19383); Weeks (16 TC 248, 1951); 
Danforth (18 BTA 1221, 19380); Adams (18 BTA 
381, 1929); Sturgis (TC Memo. P-H 51,041, 
1951); Jameson, (BTA Memo P-H 42,042, 1942). 
Cf. Canaday v. Guitteau (86 F.2d 303, CA-6, 
1936, affirming 15 AFTR 1047, N.D. Ohio 1934). 
The following deal with deductibility or non- 
deductibility of premiums as an ordinary and 
necessary business expense: deductible—Brown 
Agency, Inc. (21 BTA 1111, 1931); Berizzi 
Brothers Co. (16 BTA 1307, 1929); Peerless 
Pacific Co., (10 BTA 108, 1928); non-deductible 
—Meyer (175 F.2d 45, CA-2, i949, affirming 
(on broader grounds) 80 F.Supp. 933, S.D. 
N. Y. 1948); Womrath (22 BTA 335, 1931); 
Bache (22 BTA 200, 1981, aff’d (without opin- 
ion) 53 F.2d 1084, CA-2, 1931); Hyman (21 
BTA 159, 1930); Nussbaum (19 BTA 868, 1930); 
Atlas Heating & Ventilating (18 BTA 389, 
1929); Charlton (6 BTA 946, 1927); Smith (TC 
Memo P-H 54,191, 1954); Hubert Transfer and 
Storage (TC Memo P-H 48,043, 1948). Cf. 
Irish-Chambers, (BTA Memo P-H 40,166, 1940). 
The following deal with the rule that premiums 
are not deductible if the premium payor is di- 
rectly or indirectly a beneficiary of the policy: 
Rieck v. Heiner (25 F.2d 453, CA-3, 1928, 


render the policy, or some other sub- 
stantial right, and the premiums have 
been held to be taxable to the insured 
or any other individual.?1 


Proceeds taxable? 


When a corporation paid premiums 
on life insurance, received the proceeds 
at death, and distributed them to its 
shareholders, the shareholders received 
a taxable dividend in the amount of the 
proceeds, even though the distribution 
was pursuant to a prior agreement.?2 

The Tax Court, under circumstances 
that from its opinion seemed similar to 
Golden, has found the proceeds of in- 
surance to be a dividend to shareholders 
—but on less nice reasoning.2? However, 
its decision was reversed on the grounds 
that the trustee was trustee for the share- 
holders, not for the corporation, and 
that the corporation had reserved no 
right in the policy to be extinguished 
at death, distinguishing Golden on the 
latter ground. Under the Golden rea- 
soning each premium might thus have 
been a taxable dividend?+ (though this 
point was not raised). 


More on Ducros 

Having disposed of the Tax Court's 
novel theory of a wagering contract, 
and having, quite properly, found a 
true insurance contract, the Sixth Cir- 
cuit faced the argument of the Govern- 
ment (which had been its sole argument 
at the beginning and its continuing 


main argument) that Mrs. Ducros should | 


be taxable on what she received on the 
precedent of Golden (with a bow to 
Cummings and May).?5 

To this argument the Sixth Circuit 


affirming 20 F.2d 208, W.D. Pa. 1927); 
(15 TC 947, 1950); Yarnell (9 TC 616, 1947); 
Wilcox Investment (3 TC 458, 1944); Jeffer- 
son (40 BTA 274, 1939); Peerless Pattern (29 
BTA 767, 1934); Merrimac Hat Corporation (29 
BTA 690, 1984); Phillips (24 BTA, 98, 1931); 
Barron (14 BTA 1022, 1929); Hewett Grain & 
Provision (14 BTA 281, 1928); Parker (13 
BTA 115, 1929); Rippel (12 BTA 489, 1928); 
Williamson Veneer (10 BTA 1259, 1928); Me- 
Kay (10 BTA 949, 1928); Joy Floral (7 BTA 
800, 1927); Omaha Elevator (6 BTA 817, 1927); 
Klinck (TC Memo P-H 53,007, 1952). 

15 Paramount-Richards Theatres (153 F.2d 602, 
CA-5, 1946, affirming TC Memo P-H 44,274, 
CCH 14,085, 1944). This is one of the most 
miscited cases that I know of. It has been cited 
for the proposition that a payment of premium 
by a corporation on a policy to potentially bene- 
fit an individual can be a taxable distribution 
even though the corporation reserves such 4 
substantial right as the right to surrender the 
policy for cash. A careful reading of the opinions 
of both courts makes it evident, without ques- 
tion, that the corporation that paid the premiums 
possessed no interest in the policy and that the 
policy reserved no right to it. 

16 Bowit (87 F.2d 764, CA-2, 1937, reversing 
(with respect to this group of policies) 33 BTA 
507, 1935, cert. denied 302 U.S. 694, 1937). The 
premiums were taxed to the insured as compen- 
sation. 

17 Casale (247 F.2d 440, CA-2, 1957, reversing 
26 TC 1020, 1956). See: Jones and Gleason, 
“Casale Reversed,” 7 JTAX 258 (November, 
1957); and Lawthers, “Life Insurance Carrie 
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gave short shrift. The insurance com- income-tax liability for either premiums [Mr. Lawthers is Director of Estate 


vid pany, not the corporation or its trustee, or insurance proceeds, but which does Planning Services of the New England 
4 made payment to the beneficiaries, and not permit both to escape, and which Mutual Life Insurance Company.] 
eC 


offers a theoretical basis for discriminat- 





thus the proceeds were taxfree. 


“Since the corporation was not en- 
titled to receive the proceeds of the in- 
surance under the provisions of the in- 
surance contract and did not-in fact re- 
ceive them, we are unable to consider 
the case as if it had. We cannot ignore 
the plain language of the insurance con- 
tract and the payment actually made by 
the insurance company to the beneficiary 
thereunder.” 


ing one from the other. 

if a corporation pays premiums on a 
policy for the benefit of a shareholder?? 
and reserves no sufficiently substantial 
right to be extinguished at death, each 
premium as paid, but not the death 
proceeds, will constitute the distribu- 
tion of a taxable dividend. If, however, 
the facts be the same except the corpo- 
ration reserves such a right (e.g., the 


value) as exempt insurance proceeds, 
and perhaps there could be some in- 
come-tax liability with each premium 
payment by the corporation.?§ 

Thus, one may well fear a new rash 
of cases on to individuals of 
premiums paid by corporations. How- 


taxation 


ever, in equity, if the corporation still 
owns the cash value which it can take 
down during the life of the insured, it 


re In the opinion, the Court distin- right to change the beneficiary, or to cannot be the entire premium which 
hed guished Golden on the ground of the — surrender the policy for cash), it is the could be so taxed; and if the cash value 
=a absence of a trustee. (See above discus- death proceeds, but no amount of can be taxed at death, an amount of 
ders sion of the Golden opinion.) premium, which will constitute the dis- premium attributable to the pure pro- 
ver, | The Ducros opinion expressly leaves tribution of a taxable dividend. Such a_ tection of that amount could not equi- 
inds open the question of whether premiums theory would be consistent with all tably be so taxed. And if the corpora- 
psi on the policy as paid by the corporation existing case law (except Ducros)..(The tion may revoke the beneficiary after a 
anq might have been taxable to share- author is unaware of any case other than premium payment and up to the mo- 
| no holders, or whether the Government Golden holding proceeds of insurance ment of death of the insured, there 
shed might have “followf{ed] the cash sur- payable to beneficiaries named in the cannot be certainty, at the moment of 
the render value of the insurance [as dis- policy to be subject to income tax in premium payment, that anyone other 
ae tinguished from the entire proceeds— the absence of a transfer for value.) than the corporation will enjoy any- 
wits R. J. L.] into the hands of the bene- It is, of course, possible that Ducros thing on account of the current pre- 
this 


ficiaries.” mium payment. 
Thus, Ducros could mean the neces- 


sity of developing a 


may represent the law, without (under 
its circumstances) any of the proceeds, 
or of the premiums as paid by the 
corporation, constituting taxable income 


The dilemma 


ourt’s 


rather complex, 


Despite the attempt of the Ducros sophisticated body of new law _ inter- 


opinion to distinguish Golden, both to the insured or any other individual. relating the taxability of premium pay- 
‘tract, cannot represent the law without a Thus, a major tax-avoidance avenue ments and the taxability of insurance 
nd ., weakening of Golden to make it mean could be opened by the Sixth Circuit in proceeds (under the facts of Golden or 
| Ci} little more than Cummings or May.26 the Ducros decision. Ducros or similar facts). 
yvern Will Golden without such weakening On the other hand, this does not Either Golden or Ducros could form 
iment 


a basis for sound law. If Golden be the 


ultimately represent the law, or will 
Ducros? And, in the latter event, what 
may law based upon it be expected to 


be? 


necessarily follow. Perhaps a part of the 
death proceeds equal to the cash value 
could be considered a taxable distribu- 
tion by the corporation, leaving only 


law, then it takes only little more in the 
way of inte- 
grated basis for taxing either premiums 


case law to establish an 


w to J : . ai , . rat} msurz “Ee 
see In Golden we have the basis for an the amount at risk (the amount by _ paid by a corporation or insurance pro- 
oa all-or-nothing theory with respect to which the proceeds exceed the cash ceeds at death. If Ducros be the law, 
cates then it is possible that this could mean 
by a Corporation,” 3 Prac. Law. No. 7 (Novem- raised a line of attack which the author be- that both premiums and insurance pro- 

; Keefe ber, 1957). lieves might have been available to it, namely, - 

1947) ’Prunier (248 F.2d 818 CA-1, reversing 28 TC that the death of the insured resulted in a ceeds could completely escape income 
Jeffer- 19, 1957). See Lawthers, ““Prunier Reversed,” 8 transfer of an interest in the policy from the rans © wo likely 

ern (29 JTAX 12 (January, 1958). corporation to the death beneficiaries, and that tax, Dut this seems unlikely, 
tion (29 1 Sanders v. Fox (253 F.2d 855, CA-10, 1958, this could properly be found to be a transfer 


1931) | eve rsing 149 F. Supp. 942, 1957). for a valuable consideration since in the nature On the basis of Ducros, it seems more 


train & 2*e Lewis v. O’Malle 140 F.2d 735, CA-8, 1944, of a dividend in lieu of other dividends which ot alu ‘ ‘ wees > ‘ ave 
Grain plows x O98 me ie eS the shareholder might have received, We know  Ukely that a new bend would have to 
, 1928) “Aside from the cases cited elsewhere in this that when the owner of a policy and the death be given to the whole trend of estab- 
8); Me- paper, the only ones studied for possible light beneficiary are different, the death of the in- a - : x 
(7 BTA on the problem have been: Altschuler (169 F. sured results in a transfer which can subject lished law. New theories might have to 
7, 1927 Supp. 456, MoD., 1958), and Casper Ranger the proceeds to gift taxes. (Goodman (4 TC 191, ss . 

| Constr. Co., (1 BTA 942, 1925, the last of 1944, aff’d (on the issue of the value ot the be developed, consistent with taxable 
2d 602 which is 2 ost miscited in this ift) 156 F.2d 218, CA-2, 1946).) So why not — - . . . , 
i ‘4 274 ae tere gee $e not make, with onder similar a: but wae rule out cash values at death but  taxfree 
the most . ssible .e> ion of Paramount-Richards donative intent, may ere not be a sufficien — ot. RAE . * : 
nak 7 d pl agen 4 Ys eapheas ; transfer at death to bring into play the excep- amounts at risk (proceeds minus cash 
premit = Cummings (73 F.2d 477, CA-1, 1934, affirming tion that the exclusion of proceeds from gross yalue) and consistent with the right of 
ally bene 28 BTA 1045, 19383); May (20 BTA 282, 1930). income is unavaliable, or limited, on account of ; é - 
stributior Cummings is authority for the position that the a transfer of an interest in the policy for a a corporation, after premium payment 


valuable consideration. (IRC Section 101(a) 
(2)) And a transfer to a co-shareholder of the 
insured is not excluded from the operation of 
the transfer-for-value rule as are transfers to 


such proceeds of life insurance, even though received 
ender thé tax-free by a corporation [or constructively re- 
2 opinions ceived], are earnings and profits which can be 
out ques taxed to shareholders as a dividend. I know of 


and up to the moment of death, to re- 
voke a named beneficiary or to close 


yremiun no Supreme Court case on this point. It was certain other persons or organizations. _  % jut = we a> 

P that the | left pea in ges ov nigga Hardware os US eg note 22 supra, and text to which it ap- out his interest by, for example, sur- 
\ 189, 1924). In Golden the court was able to plies. > ~ . —y £ eat 20 

revers avoid deciding what it referred to as “the nice 27 See notes 8 and 9 supra. rendering the policy for cash. : 

) 33 BTA] question of whether life insurance proceeds are *%See above, final paragraph of “More on While such law would be in the 

937). Th ‘earnings and profits’.”” See discussion at page Ducros.” ; 

s compe! 592 of the Golden opinion. 2° See Thurman and Forster, “Income Tax Prob- process of developing there could not 
| 8Doran (TC Memo 1956-121, rev’d 246 F.2d lems in Corporate-Owned Life Insurance,” 1958 . faa 

revers 934, CA-9, 1957). So. Cal. Tax Inst. 483; and Lawthers op. cit. help but be a period of conflicting de- 

i Gleasor “But see note 13 supra. note 9, subsection “‘Alternative Theory” pp 117- ose : e 

Novembe! “The Government does not appear to have 120. cisions. 
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How to determine the length of time 


property has been held for tax purposes 


by CHARLES S. JACOBS 


Careful attention to detail is nowhere more important than in tax planning under 


sections of the Code that limit their benefits in terms of the holding period of the 


assets involved. Mr. Jacobs analyzes here the holding-period rules that practicing 


tax men should have at their fingertips. 


f Beereciineance HOLDING PERIOD under 
the income tax laws has been closely 
associated with capital gains and losses, 
but there are now many other situations 
where holding period is of as great 
importance. For example, under Section 
421, 
stricted stock options, if the holding 
period requirements are not met, not 
only the nature of the income realized 
by the employee from the exercise of 
such options, but also the time of tax- 


which deals with employee re- 


ing such profit, will be changed. For 
the employee to receive the benefit of 
the favorable tax treatment provided in 
Section 421, no disposition of a share of 
stock acquired as a result of exercise of 
a restricted stock option may be made 
within two years from the date of the 
granting of the option nor within six 
months after the transfer of such share 
to him. If this holding peiiod require- 
ment is met, the employee is not deemed 
to be in receipt of taxable income at the 
time the option is exercised and any 
gain resulting from a subsequent sale of 
the stock is taxed as long-term capital 
gain except that in cases where the op- 
tion price is between 85% and 95% 
of the fair market value of the stock at 
the time the option is granted, a por- 
tion of the gain is taxable as ordinary 
income. On the other hand, if the em- 
ployee fails to meet the holding period 
requirements and disposes- of the stock 
within two years from the date of grant- 
ing of the option or within six months 
after the transfer of the share to him, 
the amount by which the fair market 
value of the stock at the time of exer- 
cise of the option exceeds the option 


price is taxable to the employee as or- 
dinary income in the year in which the 
disqualifying disposition is made. 

Another situation in which holding 
period is important is in Section 1231 of 
the Code, dealing with sales or ex- 
changes of property used in the trade or 
business and involuntary conversions. 
Here, again, the more favorable capital 
gain treatment accorded to net gains to 
which this section applies, is allowed 
only for property which has been held 
for more than six months. 

In Section 341, dealing with collaps- 
ible corporations, we find that the term 
“Section 341 assets” includes only prop- 
erty held for a period of less than three 
years. It is further provided that in de- 
termining whether the three-year hold- 
ing period has been satisfied, Section 
1223 shall apply but no such period shall 
be deemed to begin before the comple- 
tion of the manufacture, construction, 
production or purchase of the assets in- 
volved. Here, again, the matter of hold- 
ing period is of extreme importance by 
reason of the difference in treatment ac- 
corded to profit on disposition of stock 
of a collapsible corporation. 

There are, of course, many other pro- 
visions of the Code under which the 
length of the holding period is of im- 
portance but we shall concentrate on 
the problem of determining the length 
of time that particular assets have been 
held. Some of the rules have been estab- 
lished by court decisions, whereas others 
are specifically set forth in the Code. 

The general rule is that the period 
for which an asset has been held is com- 
puted by excluding the day on which it 


was acquired and including the day on 
which it was disposed of. This rule is 
succinctly expressed in the Treasury De- 
partment’s “Your Federal Income Tax,” 
1959 edition, p.70, as follows: 

“In determining how long you have 
held property you do not include the 
date you acquire the property but you 
do include the date you dispose of it. 
The same date in each succeeding 
month is the beginning of a new month, 
regardless of the number of days in the 
preceding month. If you purchase an 
asset on March 4, your holding period 
starts March 5, and the 5th of each 
succeeding month is the start of a new 
month. Thus if you sold the property 
on September 4 your holding period 
would not have been than 6 
months. If you sold it on September 5 
your holding period would be more 
than 6 months.” 

This rule was not created by the 
Treasury Department; it is based on 
solid authority in the decided cases. 
The first time the problem arose in an 
income tax case was in Harriet M. 
Hooper, (26 BTA 758). The case in- 
volved tax for 1927 and under the law 
in effect for that year, capital assets had 
to be held for more than 2 years in 
order to qualify the profit as long-term 
capital gain. The taxpayer purchased 
real estate on October 10, 1925 and sold 
it on October 10, 1927. The taxpayer 
contended that since she owned the 
property on both the date of purchase 
and the date of sale she had held the 
property for two years and one day. The 
Board of Tax Appeals (now the Tax 
Court of the United States) answered 
this argument by stating: “It is clear 
that the petitioner did not own the 
property the entire day on which she 
acquired it, nor the entire day on which 
she disposed of it. Yet it is only by in- 
cluding both days that she can be said 
to have held it for more than two years.” 
The Board then dug deep into history 
and came up with the following quota- 
tion from Sheets v. Selden’s Lessee, (2 
Wall 177) decided by the Supreme Court 
of the United States in 1864: 

“The general current of the modern 
authorities on the interpretation of con- 
tracts, and also of statutes, where time 
is to be computed from a_ particular 
day or a particular event, as when an 
act is to be performed within a speci- 
fied period from or after a day named, 
is to exclude the day thus designated, 
and to include the last day of the speci- 
fied period. ‘When the period allowed 


more 








SS 








fo 
Bi 


of 
th 
an 
be 


lis] 
da 
dai 


ert 
dif 
siti 


anc 
the 
the 
cha 
ing 
pur 
are 
Sun 
peri 
sent 
cha: 
We 
by ; 
unti 
Teas 
3 
and 
hold 
non 
case 
Octc 
payn 
mad 
Here 
hold 
Tl 
give 
tion 
resul 
the y 
on Ss; 
cash 
stock 
of De 
that | 
on th 
cause 
realiz 
at set 


Right 


Th 
acqui: 


the 
on 
asecs 
1 an 
M 
in 
law 
had 
‘Ss In 
term 
1ased 
sold 
payel 
the 
chas¢ 
1 the 
The 
Tax 
wered 
clear 
1 the 
h_ she 
which 
by in 
e said 
years.” 
LIStOTY 
quota 
see, (2 


Court 


10dern 
of con 
e time 
ticulal 
1en an 
speci 
named, 
pnated, 
e speci- 
allowed 


for doing an act,’ says Mr. Chief Justice 
Bronson, ‘is to be reckoned from the 
making of a contract, or the happening 
of any other event, the day on which 
the event happened may be regarded as 
an entirety, or a point of time; and so 
be excluded from the computation.’ ” 

We can therefore take it as well estab- 
lished that the general rule is that the 
date of acquisition is excluded and the 
date of disposition is included in com- 
puting the period for which the prop- 
erty has been held. It, however, may be 
difficult to determine the dates of acqui- 
sition and disposition. 


Determining transfer date 


I.T. 37051 provides that the holding 
period of securities ends on the day 
securities are sold even though delivery 
and payment are made a few days after 
the sale (as, for example, pursuant to 
the registered security ex- 
changes). Similarly, the purchaser’s hold- 
ing period commences on the date after 
purchase although delivery and payment 
delayed;? holidays, Saturdays and 
Sundays do not affect the holding 
period. In I.T. 3705, a case was pre- 


rules of 


are 


sented where a taxpayer made a pur- 
chase of stock on a stock exchange on 
Wednesday, October 11, 1944. Payment 
by and delivery to him was not made 
Monday, October 16, 1944, by 
of the of October 
12, a legal holiday, as well as a Saturday 
and a Sunday. The ruling was that the 
holding period began on October 12 
nonetheless. The ruling also covered the 


until 


reason intervention 


case Of a sale of a similar security on 
October 11, 1944, with delivery by and 
the 
Monday, 


payment to taxpayer not being 
October 16th. 
Here, again, the ruling was that the 
holding period ended on October 11th. 

The 


give rise to the rather anomalous situa- 


made until 


circumstances just mentioned 
tion that application of these rules can 
result in the holding period ending in 
the year prior to the year in which gain 
on sale of the security is taxable. If a 
cash basis taxpayer makes a sale on a 
stock exchange on the last business day 
of December, his holding period ends on 
that day even though he is not taxable 
on the gain until the following year be- 
he is not considered to have 
realized his gain until he is actually paid 
at settlement.3 


cause 


Rights and options 


The general rule that the date of 
acquisition is excluded in determining 


the holding period is subject to one 
Statutory exception. Paragraph (6) of 
Section 1223 provides that in determin- 
ing the period for which the taxpayer 
has held stock or securities acquired by 
the exercise of rights there shall be in- 
cluded only the period beginning with 
the date on which the right to acquire 
was exercised. In other words, in the 
case of stock and securities acquired 
through the exercise of rights the hold- 
ing period includes the date on which 
the rights were exercised. The difference 
in the two rules is graphically illus- 
trated by the case of E. T. Weir (10 TC 
996, 1948), aff'd (CA-3 1949, 173 F.2d 
222). The taxpayer there received from 
his employer-corporation an option to 
purchase 1500 shares of its treasury stock 
at a price of $30 per share. On May 1, 
1944, he exercised the option and. pur- 
chased the shares for $45,000. On No- 
vember 1, 1944, he sold 900 of the shares 
at a profit of slightly in excess of $30,000 
which he reported as long-term capital 
gain. The Commissioner determined 
that the stock had been held for exactly 
six months and sought to tax the profit 
as short-term capital gain. The Commis- 
sioner was sustained by the Tax Court 
on the basis that the acquisition of 
stock through exercises of an option 
received by reason of employment was 
not the exercise of a right of the type 
contemplated by the Section* of the 
1939 Code corresponding to Paragraph 
(6) of Section 1223. It ruled that this 
provision applied only to rights to ac- 
quire stock which are received by a tax- 
payer by reason of his ownership of 
other stock. The Tax Court said: 

“(c) Basically there is a fundamental 
distinction between a stock right and an 
option. The former is an equity inherent 
in stock ownership as a quality insepar- 
able from the capital interest repre- 
sented by the old stock. Miles v. Safe 
Deposit & Trust Co. of Baltimore, 259 
U.S. 247. An option to purchase stock 
is a right in no way based upon the 
ownership of stock.” 

The lesson to be learned from this 
decision is that the holding period of 
stock acquired through the exercise of a 
stock option is determined under the 
general rule of excluding the date of 
exercise and is not within the exception 
applicable to stock or securities ac- 
quired through the exercise of rights re- 
ceived by reason of prior ownership of 
stock or securities. 

I recently had occasion to refer to 
the Weir case in advising an officer of 
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one of our corporate clients who had 
acquired stock pursuant to a stock op- 
tion under the company’s restricted 
stock option plan. He had exercised his 
option and paid for the stock on Septem- 
ber 6, 1958. Whether due to lack of con- 
fidence in the market for his employer's 
stock, or otherwise, he was most anxious 
to sell the stock on March 6, 1959, which 
was a Friday, rather than wait until the 
following week. I told him of the Weir 
decision and was able to steer him out 
of the trap he might otherwise have 
found himself in since he had a sub- 
stantial profit involved and a sale of 
the stock on March 6th would have 
been a disqualifying disposition under 
Section 421. 


Tacking 


There are many situations in which 
the holding period includes not only the 
period during which the specific prop- 
erty disposed of has been held but also 
(a) the period during which the tax- 
payer has held other property and (b) 
the period during which someone else 
has held the property. in some cases, the 
other property held by taxpayer has 
been previously disposed of, as, for ex- 
ample, in a tax-free exchange. In other 
cases, the property whose holding period 
is tacked on still be held by the 
case of a spin-off or a 
stock dividend or stock split. All of the 
situations in which tacking is permitted 
are covered by specific statutory provi- 
sions, most of them being contained in 
Section 1223. 


may 
taxpayer as in the 


The holding period of property re- 
ceived includes the 
period for which the taxpayer held the 
property exchanged if the basis of the 
new property is the same, in whole or 
in part, as the basis of the property ex- 
changed (Paragraph | of Section 1223). 
This paragraph contains the proviso 
that it applies only to capital assets or 
property described in Section 1231, i.e., 
real or depreciable property used in 
trade or business, etc., if the exchange 
was made after March 1, 1954, and it 
also provides that an involuntary con- 


in an exchange 


1Similarly see, Special Ruling (3-18-45) 454 
CCH Par 6176 which provides that the holding 
period of securities ends when title passes under 
the law of sales. 

2This rule is based on the theory that holding 
period follows title. See e.g. Special Ruling 3-18-45, 
454 CCH Par. 6176; R. A. Shillinglaw, 32 BTA 
1235 (1935), aff'd 99 F.2d 87 (CA-6, 1938), cert. 
den. 306 U.S. 635 (1939); Arthur E. Otto, 37 BTA 
479 (1938), remanded 101 F.2d 1017 (CA-~4, 1938). 
In this case the concurring opinion of Judge Mur- 
dock criticized this rule because of the difficulty of 
ascertaining when title passes. 

ah — CB 1941-1, p. 240; See GCM 216038, 1939- 


Cc ° 
*IRC of 1939, Section 117(h) (6). 
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version shall be considered an exchange 
and that a distribution to which Sec- 
tion 355 applies, i.e., a spin-off, shall be 
treated as an exchange. This paragraph 
therefore permits tacking in tax-free ex- 
changes. 

An interesting question under this 
provision arose in Thornley (147 F.2d 
416, CA-3, 1945). In that case a partner- 
ship was incorporated, the stock of the 
new corporation being issued directly to 
the individual partners. The Commis- 
sioner determined and the Tax Court 
held that a partner could tack on to the 
holding period of his stock only the 
period for which specific assets of the 
partnership had been held by it. This 
resulted in a determination that some 
of the stock had been held for more than 
ten years and some for less than ten 
years when it was sold in 1937. This 
was of importance because under the 
Revenue Act of 1936 only 30% of the 
gain on property held for more than ten 
years was taxable. On appeal the Third 
Circuit reversed and held that, under 
the facts, what the taxpayer had ex- 
changed for his stock was his interest in 
the partnership and not his interest in 
specific assets of the partnership. Con- 
sequently, the court held that he was 
entitled to tack on to his holding period 
of the stock the period during which he 
had held his partnership interest. This 
resulted in all of the stock being con- 
sidered to have been held for more than 
ten years. In its opinion the court dis- 
tinguished an earlier decision of its own, 
Kessler,5 on the basis that in the Kessler 
case the taxpayer had not met his bur- 
den of proving error in the Commis- 
sioner’s that the tax- 
payer had received his stock in exchange 


determination 


for his interest in specific partnership 
assets. Interestingly enough, both cases 
involved the same partnership and the 
same corporation. 

Other illustrations of exchanges in 
which tacking of holding periods is per- 
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mitted are (a) property acquired as the 
result of an involuntary conversion 
where, under Section 1033, such prop- 
erty qualifies to permit non-recognition, 
in whole or in part, of the gain on the 
converted property, (b) exchanges of 
insurance policies qualifying for non- 
recognition of gain under Section 1035, 
and (c) common stock acquired in ex- 
change for common stock in the same 
corporation or preferred stock ex- 
changed solely for preferred stock in the 
same corporation, on which exchanges 
no gain is recognized under Section 
1036. It would also apply to property 
acquired by one corporation from an- 
other during a period of affiliation (Sec- 
tion 1051). Also, it would apply to ex- 
changes of property held for productive 
use or for investment, with the excep- 
tions specified in Section 1031, where 
the exchange would be tax-free under 
that Section. Further, it would also 
apply to stock dividends and stock rights 
distributed by the issuing corporation 
where the basis of the stock dividend 
or stock rights would be determined 
under Section 307. This would be true 
even though, pursuant to Section 307(b), 
the stockholder elected to treat the basis 
of rights as zero rather than to allocate 
some portion of the basis of the under- 
lying stock to the rights. 

Since this rule applies only to tax free 
exchanges much of the litigation involv- 
ing the question of whether tacking 
should be permitted involves first the 
question of whether there was in fact 
a taxfree exchange. 

If property has the same basis, in 
whole or in part, in the hands of the 
taxpayer as it had in the hands of some 
other person, then in determining the 
period for which the taxpayer has held 
the property there is included the period 
for which the property was held by the 
other person (Paragraph 2 of Section 
1223). A typical illustration of the ap- 
plicability of this paragraph is property 
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acquired by gift. There are two jokers 
in this rule. First, you will remember 
that for purposes of determining loss 
on property acquired by gift the basis 
is the market value at the date of the 
gift if this is lower than the donor’s 
cost. Consequently, if the property is 
sold at a loss and the fair market value 
at the date of gift is the basis, then the 
donor’s holding period cannot be 
tacked. Second, where property is given 
in contemplation of death and included 
in the donor's estate for estate tax pur- 
poses, the donor’s holding period cannot 
be tacked if the property is sold after 
his death, because the donor’s cost is 
not a factor in determining basis. In 
such case the holding period nevertheless 
begins with the day after donee’s acqui- 
sition even though basis is determined 
as of the subsequent date of donor's 
death. Rev. Rul. 59-86, IRB, 1959-11. 
In all other situations involving gift 
property the donor’s holding period is 
tacked. 

Another illustration of the applica- 
tion of this paragraph is found in the 
case of certain corporate acquisitions. 
Thus, if one corporation acquires sub- 
stantially all the assets of another corpo- 
ration solely in exchange for its own 
voting stock the transaction constitutes 
a Section 368(a)(1)(C) reorganization. 
Since the basis of the assets acquired is 
the same in the hands of the acquiring 
corporation as it was in the hands of the 
former owner, the holding period of the 
acquiring corporation includes the 
period during which the property was 
held by the other corporation. 

Similarly, in a tax-free incorporation 
under Section 351 the 
tacks on the prior owner's holding 
period. This can be important as evi- 
denced by Rev. Rul. 55-352, C.B. 1955-1, 
p-372, which held that where a corpo- 
ration acquired timber in a nontaxable 
incorporation the holding period of the 
predecessor owner could be tacked on in 
determining whether the taxpayer 
corporation had held the property for 
the six-month period required to permit 
an election under Section 631 to receive 
capital gain treatment on the cutting of 
timber. 

Paragraph (3) of Section 1223 per- 
mits tacking in the case of a distribu- 


corporation 


5124 F.2d 152, CA-3, 1941. 
*IT 2447, CB June 1929, p. 
and Investment Co. (1936), 297 U.S. 496. 

7 Private ruling Sept. 24, 1946, signed by E. I. 
McLarney, Deputy Commissioner. 

8 Gambrill (1941), 313 U.S. 11. 

® Section 1223(2) IRC. 

10 GCM 19347, 1938-1 CB, p. 218. 
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tion under Section 1081 of the Code pro- 
viding for non-recognition of gain or 
loss on certain exchanges or distribu- 
tions in obedience to orders of the SEC. 


Wash sales 


The holding period for the securities 
purchased in a wash with sales of others 
is covered in Paragraph (4) of Section 
1223. Stock or securities the acquisition 
of which resulted in non-deductibility of 
the loss from the sale of substantially 
identical stock or securities, have a hold- 
ing period which includes the time the 
taxpayer held the securities the loss on 
which was washed. Since the holding 
period to be computed under this pro- 
vision is usually not a continuous period 
with a single beginning and a single 
end, it is necessary to make the compu- 
tation with reference to calendar months 
and fractions thereof rather than with 
reference to days. 

IT 3985, 1949-2 CB51, 
rules for making this 


outlines the 
computation. 
These are: 

a. A security acquired on a particular 
day of the month and sold on the same 
day of a subsequent month is held for 
exactly one, two, three or more months, 
as the case may be. 

b. A security acquired on January 28, 
29, 30 or 31, and sold on February 28 
in a year other than a leap year, is held 
exactly one month. 

c. A security acquired on February 20, 
1958, and sold on March 15, 1958, is 
held for 23/28ths of a month. It was 
held eight days in February and fifteen 
days in March. The fraction used where 
less than a month is involved has as its 
numerator the total number of days 
(less than a month) the security was held 
and as its denominator the number of 
days in the earlier month, i.e., the 
month preceding the month of sale, 
unless the fractional period begins and 
ends in the same month, in which case 
the numerator is the number of days in 
that month. Thus, if a security is ac- 
quired on July 10th and solid on July 
2lst, it would have been held 11/3l1sts 
of a month, or if a security is acquired 
on June Ist and sold on September 15th, 
it would have been held 3 and 14/30ths 
months. 

The ruling concludes with an illustra- 
tion involving three transactions each in 
1000 units of the same security, with the 
first two sales resulting in non-deductible 
losses. The first lot was purchased Jan- 
uary 15, 1947 and sold March 1, 1947, 


having been -held 1 and + 14/28ths 


months. The second lot was purchased 
February 19, 1947, and sold April 19, 
1947, a holding of exactly two months. 
The third lot was purchased May 16, 
1947, and sold August 2, 1947, a holding 
of 2 and 17/31sts months. J‘he aggregate 
of these holding periods for purposes of 
determining the holding period of the 
third lot was 6-3/62nds months, which 
is “more than six months” for purposes 
of the capital gain and loss provisions 
even though the total number of days 
involved was only 182, or less than half 
a calendar year. 


Other assets 


A residence, the acquisition of which 
resulted in non-recognition of any part 
of the gain realized on sale of a former 
residence, has a holding period which 
includes the time the other residence 
had been held (Paragraph 7 of Section 
1223). 

In determining the period for which 
a taxpayer has held a commodity ac- 
quired in satisfaction of a commodity 
futures contract, there shall be included 
in the period for which he held the 
commodity futures contract, if it was a 
capital asset in his hands (Paragraph 8 
of Section 1223). To the extent that a 
commodity futures contract may be con- 
sidered to have attributes of an option, 
this paragraph provides an exception 
to the rule laid down in court decisions 
that in determining the holding period 
of property acquired through the exer- 
cise of an option the holding period of 
the option may not be tacked on.® 


Other problems 


Scattered through the Code there are 
other provisions dealing with holding 
period. For example, Section 735(b) pro- 
vides that in determining the period for 
which a partner has held property re- 
ceived in a distribution from a partner- 
ship, there shall be included the hold- 
ing period of the partnership. 

The holding period of property 
acquired by bequest, devise or inherit- 
ance runs from the date of the dece- 
dent’s death, McFeeley (296 U.S. 102, 
1935). There is no exception to this rule 
even though an election is made by 
the executor to value the property of 
the estate as of the optional valuation 
date.? 

Similarly, in the case of property re- 
ceived on distribution from a trust, the 
holding period of the trustees may be 
tacked on. Thus, in the case of a testa- 
mentary trust, any of the assets which 
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[Mr. Jacobs, a member of the Pennsyl- 
vania Bar, practices law in Philadelphia. 
He is a member of the firm of Ballard, 
Spahr, Andrews and Ingersoll. The sub- 
stance of this article was presented as a 
talk before a meeting of the Stradley 
Tax Group this fall.] 





had been originally received from the 
decedent, would have a holding period 
beginning with the date of the deced- 
ent’s death and any assets subsequently 
purchased by the trustees would have 
a holding period beginning with the 
date of purchase.§ In the case of prop- 
erty received from an intervivos trust 
which had not been taxable in the 
estate of the grantor the holding period 
would include not only the period any 
property was held by the trustees but 
also the period held by the grantor.® 

Where the grantor of a revocable trust 
dies without exercising his power of re- 
vocation, the holding period runs from 
the date of death and not from ihe date 
the assets transferred to the 
trustee,10 


were 


One asset—several periods 


In the normal case it is easy to deter- 
mine the date on which property was 
acquired or sold. However, in some 
situations it is not so easy and sometimes 
more than one holding period may be 
involved. Thus, where a taxpayer has 
owned unimproved real estate and later 
erects a building on it, the land has one 
holding period and the building an- 
other. An interesting facet of this prob- 
lem was presented in the case of Paul 
(206 F.2d 763, CA-3, 1953). In this case 
the taxpayer bought a lot in 1944 and 
started to erect an apartment building 
on it. On May 10, 1946, the building 
was only partially completed. On No- 
vember 11, 1946, the lot and building 
were sold at a profit of approximately 
$77,000. The Commissioner conceded 
that the gain applicable to the land was 
long-term but determined that since 
the building had not been completed 
within six months prior to sale the en- 
tire amount of the gain allocable to the 
building was short-term gain. The Tax 
Court sustained the Commissioner but 
on appeal the Third Circuit reversed 
and held that to the extent the gain 
was allocable to that portion of the 
building which had been constructed up 
to May 10, 1946, it was long-term gain 
and that only the gain allocable to the 
part of the construction performed after 
May 10, 1946, was short-term gain. In 
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making an allocation as between the two 
periods the court rejected the taxpayer's 
argument that allocation should be on 
the basis of amounts spent for construc- 
tion up to and after May 10 but ruled 
that. the should be on the 
basis of those portions of the total cost 
of construction allocable to construction 


allocation 


up to and after May 10th. 

Another interesting case in this field 
is Petroleum Exploration (193 F.2d 59, 
CA-4, 1951), in which it was held that 
where a taxpayer, having leased prop- 
erty to explore for oil, discovers oil, a 
and _ its 
holding period the 
discovery of the oil rather than with the 
date of the lease. Whether the prin- 
ciple of this decision would be extended 
into other fields may be somewhat prob- 
lematical because, as we all recognize, 
taxation in the field of oil and gas has 
many of its own idiosyncrasies. 

Generally speaking, where a question 
arises as to the exact date of acquisition 
of property, the courts will look to local 


new property interest arises 


commences with 


state law for assistance. 


Conclusion 


Countless illustrations of different 
factual problems involving rulings and 
decisions on holding periods could be 
given, but I shall conclude with an illus- 
tration of how a short-term gain by more 
careful planning could have been con- 
verted into long-term gain (Joseph 
Pursglove, Jr. 20 TC 68, 1953). There 
the taxpayer has an option to purchase 
property. He agreed with X, a third 
party, to exercise the option and then to 
sell the property to-X who advanced the 
was held that the 
transaction constituted a purchase and 
sale of the property. Since these were 
virtually simultaneous, the profit was 
short-term gain. If, however, the tax- 
payer had simply sold the option, which 
he had held for more than six months, 


necessary funds. It 


his gain would have been long term. 


Income payors using IRS 
notice of taxability 


THE TREASURY, keeping up the pressure 
to get better reporting of interest and 
dividend income, is pleased that finan- 
cial institutions and dividend paying 
corporations are asking for millions of 
copies of the Treasury notice to tax- 
payers that such payments are taxable 
called IRS Docu- 
ment 5219, “Interest and divi- 
dends, whether paid to you or credited 


income. The Form, 


reads: 





February 1960 


to your account, must be included in 
your U. S. income tax return. Accuracy 
in reporting such amounts, even if small, 
will benefit both the recipient and the 
Government, and will avoid expensive 
enforcement action that might other- 
wise be necessary.” 

The Commissioner has recently said 


that the Service is opening a drive on 
dividend and interest income to narrow 
the $5 billion gap between amounts of 
this income paid and the total reported. 
In addition to the campaign of informa- 
tion to recipients, the Service is going 
to check these items more carefully in 
the audit of returns. HF 


New decisions affecting individuals 








State aid for handicapped not con- 
sidered in determining support. 
Amounts spent by a state to train and 
educate handicapped children are re- 
garded as scholarships and need not be 
taken into account in determining 
whether the children received more than 
half of their support from the parents 
for purposes of the dependency exemp- 
tion. The IRS says merely that in its 
opinion the free board and tuition are 
scholarships. Rev. Rul. 59-379. 


In computing support, educational 
grants to war orphans are not scholar- 
ships. Amounts received by a student as 
a scholarship for study at an educational 
institution are not taken into account in 
determining whether the individual re- 
ceived more than half of his support 
from a taxpayer. Alhough benefits re- 
ceived by a student under the provisions 
of the War Orphans’ Educational As- 
sistance Act of 1956 are excludible from 
his income, the Service holds they do 
not constitute scholarships or fellow- 
ship grants, and to the extent used 
for the student’s support must be con- 
sidered as contributed by him in de- 
termining who furnished more than half 
of his support. Rev. Rul. 59-355. 


Exemption for mother, sisters, nieces 
denied for lack of proof. Taxpayer 
claimed dependency exemptions for his 
mother, two sisters and two nieces. The 
Commissioner’s disallowance of the ex- 
emptions is sustained upon taxpayer's 
failure to establish that, (1) he furnished 
more than half of the support of all or 
any of the claimed dependents, and (2) 
each or any of them had gross income 
for the year of less than $600. Mosley, 
Jr. TCM 1959-209. 


Payment by ex-husband was for debt, 
not alimony. An agreement incident to 
their divorce provided that taxpayer’s 
ex-husband should pay her $300 a 
month. Of this sum $100 was earmarked 
as payment of a debt of $12,000 he 


owed her. The court finds the debt was 
in fact owed and approves the treat- 
ment of the $100 as a return of capital 
rather than alimony, Rush, DC Ala., 
10/27/59. 


Payments by ex-husband are partly tax- 
able income; partly for property split. 
In the District Court, payments made to 
taxpayer under a divorce decree were 
held to have been made in discharge 
of taxpayer’s former husband’s obliga- 
tion to support, and not for taxpayer's 
property rights in their joint business. 
A characterization by the state court of 
the agreement as a property settlement 
agreement, not an alimony agreement, 
does not determine the taxability of the 
payments. The district court noted that 
taxpayer understood that she was going 
to pay the taxes on the payments. This 
court reverses and remands. The fact 
that the separation agreement provided 
for monthly payments to last the life- 
time of the ex-wife, than to 
terminate upon her re-marriage or upon 
the death of the ex-husband tends to 
show they were not really in satisfaction 
of an obligation to support. Segrega- 
tion must be made between the portions 
in payment for support and for prop- 
erty. Soltermann, CA-9, 10/27/59. 


rather 


Monthly payments to ex-spouse limited 
to 10-year period, not deductible as ali- 
mony. A written stipulation dated 1/ 
17/52 was entered into between a hus- 
band and wife providing that the hus- 
band pay the wife $300 per month for 
a period of 10 years “ensuing from the 
date of decree of divorce.” The decree 
was entered into 1/19/52. The Code 
treats as periodic payments and _ there- 
fore as alimony installments of a fixed 
sum paid over a period in excess of ten 
years. The court finds the payments not 
periodic and hence not deductible as 
alimony because the period covered was 
not more than 10 years. Both the stipu- 
lation and the decree fixed the date of 


the decree as the effective date of the. 
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obligation. Under the terms of the de- 
cree the first payment became due and 
payable 2/19/52 and the last payment 
will become due and payable 1/19/62— 
a period obviously not more than 10 
years. Spicknall Estate, TCM 1959-213. 


Alimony deductible though applicable 
to periods prior to the divorce [Non-ac- 
quiescence]. Some of the payments tax- 
made to his after their 
divorce applied to periods prior to the 
divorce. The Tax Court held that they 
are includible in the wife’s income since 
the Code treats payments received after 
the divorce as 


payer wife 


alimony. It follows 
that they are, therefore, deductible by 
the husband as alimony. DeWitt, 31 TC 
554, non-acq. IRB 1959-45. 


No penalty for underestimating; pay- 
ments exceeded tax on previous year’s 
return [Old law] [Acquiescence]. Tax- 
payer’s estimated tax payments were 
greater than the amount of tax shown 
on his return for the preceding year. 
Che estimate, however, was less than the 
tax determined for the prior year. The 
Tax Court, following Schwarzkopf (246 
F.2d 731) held that penalties for under- 
estimation should not be assessed. The 
statute provides for a comparison of the 
tax with the tax reported in 
year, not that ultimately de- 
on audit. [Under the 1954 
Code, also, there is no penalty if the 
estimate is based on the tax “shown on 


estimated 
the prior 
termined 


the return” for the preceding year— 
Ed.| Schellenbarg, 31 TC 1269, acq., 
IRB 1959-47. 


Doctor with insignificant professional 
income denied deduction for part of 
home expenses. A doctor received $356 
from Sears Roebuck and Co. for serv- 
ices at the company’s infirmary, and also 
reported a lesser amount, $308, as pro- 
fessional receipts. The court denies the 
doctor a business deduction for part of 
the interest, taxes, and repairs on his 
home on the grounds that from the in- 
come reported it is impossible to con- 
clude that the doctor’s home was used 
for business purposes. TCM 
1959-202. 


Meister, 


Revenue agent denied deduction for 
reimbursable expenses he paid person- 
ally. Taxpayer was a revenue agent in 
the field examination of returns. His 
duties necessitated travel in his own 
automobile. Although the IRS regula- 


| tions provided for reimbursement at the 


rate of $.07 per mile for use of one’s 
own automobile, taxpayer never filed a 
voucher for reimbursement except on 
one occasion. The court holds that the 
reimbursable expenses which in fact 
were not reimbursed, because taxpayer 
failed to claim them, were not “neces- 
sary” expenses and were therefore not 
deductible. Rogers, TCM 1959-192. 


Strike expense reimbursement taxable; 
expenses in seeking union office not de- 
ductible. A sum received by taxpayer 
from his union as reimbursement for 
expenses incurred in connection with a 
strike conducted by his union is includ- 
ible in his gross income. Expenses in- 
curred by taxpayer to curry favor of 
fellow union members and thus to in- 
sure his re-election as union business 
representative are not deductible as a 
business expense, since the expenses 
were incurred not to carry on his duties 
but rather to obtain the job in future 
years. Nor is taxpayer permitted to de- 
duct other unreimbursed expenses 
claimed in connection with his position 
as union business representative; they 
were not shown to have been required 
by his employment. Vernon, TCM 1959- 
189. 


College teacher can’t deduct auto ex- 
penses of night teaching. A full-time as- 
sociate professor at the University of 
Hawaii was also employed to teach some 
night courses at the campus. He drove 
his car to work both in the daytime and 
at night. He also used his car in con- 
ducting real estate lectures in the busi- 
ness section of town, and in organiza- 
tional and promotional activities. The 
Commissioner conceded the deductibil- 
ity of the auto expenses with reference 
to the latter activities in the total 
amount of $57. Since taxpayer failed to 
prove that his expenses exceeded such 
allowance, the Commissioner’s deter- 
mination is upheld. With regard to the 
auto expenses incurred by taxpayer in 
connection with the night classes on the 
campus, the court holds they are com- 
muting expenses, personal in nature, 
and not deductible. Walker, TCM 1959- 
206. 


Employee assigned to Air Force base 
can’t deduct travel; per diem allowance 
is income. Taxpayer was employed by 
Douglas Aircraft at its Santa Monica, 
Calif. plant. In December, 1952, he was 
transferred to a new assignment at Ed- 
wards Air Force Base in California, 
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where he remained until January 1954. 
The Tax Court, citing recently decided 
Courtney (32 TC 33) rules that taxpay- 
er’s employment at Edwards Base was 
indefinite rather than temporary and 
therefore the base became his head- 
quarters and principal post of duty. The 
fact that taxpayer's transfer to Edwards 
Base was accomplished through the issu- 
ance of renewable 90-day travel orders 
does not establish the temporary na- 
ture of taxpayer’s transfer. It was mere- 
ly an administrative procedure required 
by the Air Force. Accordingly, taxpayer's 
meals and lodging were not deducible 
in 1953 as business travel away from 
home. The court also rules that a $7 
daily living expense allowance, paid to 
employees at the Base to cover the 
higher cost of living there, is includible 
fully in taxpayer’s gross income. Vigor- 
ously dissenting Judge Forrester would 
refuse to consider Edwards Base as tax- 
payer's principal place of employment. 
He feels that too much stress is placed 
upon the fact that taxpayer moved his 
family to the base area in November 
1953. The dissent notes factual differ- 
ences between Courtney and this case. 
Harvey, 32 TC No. 135. Similarly for 
other Douglas employees at Edwards Air 
Force Base, Kent, TCM 1959-193; 
Huber, TCM 1959-194; Hendricks, TCM 
1959-195; Hendrix, TCM 1959-196. 


Pension payments to retired school- 
teacher are taxable. Taxpayer, a recired 
schoolteacher, received annual pension 
payments under a State retirement plan. 
The Tax Court finds that the amounts 
were paid in consideration of taxpayer’s 
past services. They gifts. 
Brittelle, 32 TC No. 


were 
130. 


not 


Service recognizes a jet-age casualty— 
damages from “sonic booms.” “Sonic 
booms” caused by jet planes exceeding 
the speed of sound may bring about 
damage to property in the form of glass 
breakage, cracks and crevices in walls, 
and jarring of building foundations. 
Since the damage occurs suddenly and 
unexpectedly, the Service holds it is a 
casualty loss deduction. Rev. Rul. 59- 
344. 


Indian tribal council members do not 
receive wages. Amounts paid members 
of Indian tribal councils for services per- 
formed by them as council members are 
not “wages” for employment tax pur- 
poses, although includible in the mem- 
bers’ gross income. Rev. Rul. 59-354. 
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Tax Court net worth case rejects 


lie detector test on cash hoard 


by RICHARD D. HOBBET 


In the recent Zimmerman case, now awaiting decision, taxpayer's counsel made an 


unsuccessful attempt. to introduce lie detector evidence to show the taxpayer was 


telling the truth when he ascribed his net worth to a cash hoard accumulated in 


the past. Mr. Hobbet points out that although the Tax Court rejected the evidence 


the groundwork was laid for appeal on this issue, which will be of interest. 


O- OF THE Most difficult problems in 
proof facing a practitioner today 
in the Tax Court is trying to establish 
the existence of a substantial amount of 
cash on hand in a net worth case. One 
suspects that the Tax Court has heard 
the story of cash on hand in a little 
black box so many times and in so many 
different ways that it can only greet 
such a story with incredulity. Neverthe- 
less it seems certain that many people 
were led by a variety of reasons, not the 
least failure of the 
banks in the 1930's, to keep cash in 
safety deposit boxes or in their homes 


of which was the 


or offices in a variety of interesting hid- 
ing places. Obviously if the Tax Court 
disbelieves all of these cash on hand 
stories the result will be to tax currently 
cash which was saved or accumulated 
during the 1920’s and 1930's. 

An interesting approach was made to 
this problem by Mr. J. Bruce Donaldson, 
a Detroit tax lawyer, in the recent Tax 
Court case of Zimmerman, Docket No. 
73389. Mr. Donaldson attempted in that 
case to introduce evidence of a lie de- 
tector (polygraphic) test to which the 
petitioner had voluntarily submitted. 
The 
dence. 


Tax Court did not admit this evi- 
Nevertheless, continued efforts 
along this line may be justified. 

The case of Zimmerman was tried be- 
fore Judge John E. Mulroney of the 
Tax Court on November 9 in Detroit. 
The Taxpayer contended, among other 
things, that he had approximately $12,- 
000 to $13,000 of cash on hand which 
had failed to take 


the Commissioner 


into account. In addition to the testi- 
mony of the petitioner and several 
other witnesses supporting the conten- 
tion of cash on hand, petitioner offered 
testimony of E. H. Hennessey as to the 
results of a polygraphic test. 

A foundation was first laid which 
showed that Mr. Hennessey was an ex- 
perienced polygraphic operator; that he 
had, over a period of years, been in 
charge of the polygraphic division of the 
Detroit police force; that he had ad- 
ministered polygraphic tests to over 
1,000 persons; and that he had sup- 
plied the results of these tests to crime 
enforcement agencies, administrative 
bodies and members of the judiciary. 

Mr. Hennessey testified that he had, 
at the request of taxpayer’s counsel, ad- 
ministered a lie detector test to Mr. 
Zimmerman for the purpose of deter- 
mining the truth of his statement that 
he had in excess of $10,000 in cash on 
hand on January 1, 1947. He then testi- 
fied that, based upon his experience as 
a polygraphic operator and the results 
of the test administered, he had an 
opinion as to the truth of the statement 
made by Mr. Zimmerman. An objection, 
however, was made to the question ask- 
ing for the opinion. After hearing argu- 
ment on the objection, the Tax Court 
ruled against admission of the evidence. 

At that point, petitioner made an 
offer in proof to the effect that if the 
witness were allowed to testify, he 
would state his opinion that Zimmerman 
was telling the truth about the cash on 
hand, and that the results of the lie de- 


tector test firmly indicated the truth 
of this statement. Therefore, a clear 
record was made in this case for a pos- 
sible appeal on the admissibility of this 
evidence should this fact be found 
against the contention of the petitioner. 

The apparent rationale for rejection 
of this type of evidence is twofold, (1) 
that admission of this type of evidence 
would substitute scientific evidence for 
the province of the jury and (2) that 
the equipment is subject to error and 
would be given undue significance by a 
jury. This rationale is not persuasive in 
a proceeding in the Tax Court because 
of the absence of a jury. The trier of 
fact hearing the evidence is a judge ex- 
perienced in weighing and attaching ap- 
propriate significance to the various 
types of evidence presented. 

There are other types of evidence 
which are received without hesitation by 
courts, even though they also “invade 
the province” of the trier of fact. For 
example, opinion evidence as to the 
value of property is an expression by 
the witness of a conclusion which goes 
to the very heart of many tax contro- 
versies. This does not prevent it from 
being received in evidence even though 
the courts sometime say that uncontra- 
dicted opinion evidence cannot be 
ignored by the trier of fact. 

In any event, it would appear that 
a lie detector test would not normally 
be considered binding upon the trier of 
fact. Therefore it does not, in a strict 
sense, invade the province of the trier 
of fact and it is simply an aid to the 
court in performing its function. It is 
the best method which science offers 
today of testing the veracity of a witness 
and it is in widespread use by various 
governmental agencies in performing 
that very function. Therefore it would 
seem that the Tax Court might well 
admit such evidence to be given such 
weight as it deems appropriate. 

The weight of precedent in the courts 
is against admission of polygraphic evi- 
dence. I have great respect for the utility 
and validity of the rules of evidence 
which have been developed over a 
period of many years. However, oc- 
casionally progress in the investigation 
and determination of facts demands 
that courts leave behind precedent 
which has outlasted its useful purpose. 
Such has been the case with respect to 





[Mr. Hobbett is a member of the Mil- 
waukee law firm of Michael, Spohn, 
Best & Friedrich.]} 
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ballistics, photographs, X-rays, blood- 
stain comparisons and fingerprints, to 
name a few. It is submitted that the 
polygraphic test, in the hands of a 
competent operator, has achieved suf- 
ficient stature to take a place beside 


these other types of scientific evidence. 
Since the Tax Court has been so re- 
luctant to credit cash-on-hand testimony, 
I believe continued efforts to put poly- 
graphic tests in evidence in net worth 
cases should be made. * 


New fraud and negligence decisions 





*No fraud in tax fee channelled to 
Democratic pariy [Acquiescence]. Tax- 
payer, as General Counsel to the Demo- 
cratic National .Committee, sought to 
raise $30,000 for the Democratic Party’s 
1948 presidential campaign. He was re- 
ferred to a businessman who was seek- 
ing a tax ruling from the Treasury De- 
partment which would save him a con- 
siderable amount of income taxes. Tax- 
payer consented to represent him and 
succeeded in obtaining the favorable 
ruling, whereupon the _ businessman 
paid him $65,000. Taxpayer contributed 
$30,000 to the Democratic Party, paid 
$17,500 as a referral fee and retained 
$17,500. Taxpayer reported $17,500 as 
income. Barred by the normal statute 
of limitations, the Commissioner sought 
to open the year by establishing fraud 
by taxpayer. The Tax Court found that 
the Commissioner had failed to prove, 
by “clear and convincing evidence,” 
taxpayer’s intent to defraud the Govy- 
ernment. At worst, said the court, tax- 
payer acted under a mistake of law in 
omitting the entire payment from his in- 
come and this is not the equivalent of 
fraud. Mayock, 32 TC No. 85, acq., IRB 
1959-47. 


Waitress’ tips understated; negligence 
penalty asserted. A waitress failed to 
keep records of tips. She reported tips 
for one year as 10% of her salary, and 
for the other year as 30% of her salary. 
The court finds that on the basis of 
10% of the total restaurant checks serv- 
iced by taxpayer, taxpayer actually re- 
ceived tips greatly in excess of the 
amounts reported, on the average of 
$12 per day for each day worked. It also 
finds taxpayer’s failure to keep written 
records of the tips constitutes “extreme 
negligence” sufficient to support the 
penalty. Lynn, TCM 1959-188. 


Waitress’s tips estimated by courts. The 
Commissioner used a formula for deter- 
mining the amount of tips received by 
two waitresses who failed to maintain 
any records. By that formula he deter- 
mined that tips received by each waitress 


averaged $37.50 per week of 5 days with 
taxpayers working two shifts a day. On 
the basis of testimony of the Commis- 
sioner’s Own witness, a waitress at the 
same restaurant, the court holds it is 
unable to sustain the Commissioner’s 
determination and finds the amounts of 
tips received by each was actually a 
lesser sum. Meadows, TCM 1959-200. 


Net worth used to reconstruct income. 
Use of the net worth method by the 
Commissioner to reconstruct taxpayer's 
income for the years 1945-1949 is up- 
held where only fragmentary records 
were available for examination. The 
court adjusts the reconstructed figures 
based upon its findings with reference 
to numerous disputed items. Millikin, 
TCM 1959-210. 


To prove fraud Commissioner must pro- 
duce returns or evidence of contents. Re- 
construction of a gambler’s income for 
the period 1942-1948 by the net worth 
method revealed a consistent and con- 
tinuous practice of underreporting sub- 
stantial amounts of income. However, 
since the Commissioner destroyed re- 
turns for 1942-1944 in the ordinary 
course of administration, and was unable 
to supply the allegedly fraudulent re- 
turns or adequate evidence of their con- 
tents, the Tax Court held he did not 
sustain his burden of proving fraud for 
those years. As to the years 1945-1948, 
for which returns were available, fraud 
penalties were sustained. This court 
affirms the Tax Court decision without 
opinion. Baum, CA-3, 11/5/59. 


Penalties for failure to file estimate up- 
held [Old law). The Tax Court held 
that taxpayer’s failure to file an estimate 
was not due to reasonable cause, but to 
wilful neglect. This court affirms. The 
showing of an innocent mistake or a 
belief that no return was due, or that 
taxpayer relied on an attorney or ac- 
countant, does not satisfy taxpayer’s bur- 
den of proving reasonable cause. [This 
case was decided under Section 294(d) 
of the 1939 Code. Section 6654 of the 
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1954 Code gives no relief for failure to 
file due to reasonable cause.—Ed.} 
O’Neill, CA-9, 10/13/59. 


No fraud though income was improperly 
allocated to corporation [Acquiescence]. 
Taxpayer created a foreign corporation 
to sell and service its products overseas. 
The new firm was billed at less than 
10% of the domestic list price, the for- 
eign corporation’s selling price too. In- 
come was thus shifted from the taxpayer 
to the corporation. The Tax Court 
found no fraud in the absence of clear 
and convincing evidence that there was 
wilful evasion. Hall, 32 TC No. 39 acq., 
IRB 1959-47. 


Net worth computation upheld; omis- 
sions fraudulent. In the computation of 
taxpayer’s net income by the net worth 
method, the court rejects taxpayer's con- 
tention that he had accumulated $35,- 
000 in cash at the beginning of the 
period. It finds the large understate- 
ments of income as revealed by the 
computation, whether due to underre- 
porting of income from disclosed sources 
or from or from 
overstating deductions, could not have 
been due to inadvertence, carelessness, 
or ignorance. The Commissioner is held 
to have met his burden of proof that 
part of the deficiencies for each of the 
years was due to fraud with intent to 
evade tax. Gatling, TCM 1959-224. 


undisclosed sources 


Accountant's failure to report income 
fraudulent. A public accountant and 
self-proclaimed specialist 
kept no adequate books for his business 
income and deductions. He failed to re- 
port dividends and capital gains from 
his brokerage account, and also claimed 
dependency exemptions for his mother 
and sister although they lived in Greece. 
The court concludes that taxpayer filed 
false and fraudulent returns with intent 
to evade tax. Gikas, TCM 1959-222. 


income tax 


Negligence penalty imposed; no records 
were kept. Taxpayer, active in several 
businesses, did not keep books or file 
income tax returns for the years 1947- 
1950. In a filed for 1951, tax- 
payer together many _trans- 
actions which had occurred in the earlier 


return 
lumped 


. years. The Tax Court, noting that tax- 


payer's background was such that he 
should have been familiar with the re- 
quirements to keep records and file re- 
turns, imposes negligence penalties. 
Zivnuska, 33 TC No. 27. 
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US business finds Switzerland offers 


tax advantages for holding companies 


A LARGE U. S. company recently estab- 
lished a Swiss subsidiary to handle 
the export business of the parent com- 
pany and its affiliates throughout the 
world. It will act as a foreign licensing 
agent and it will furnish technical and 
other services to the various companies 
in the international group. It will also 
be a holding company for investments 
in certain foreign subsidiaries and it will 
finance and service other affiliated com. 


panies. 
The significance of this move to 
American companies doing business 


abroad was analyzed in a recent issue 
of the international tax newsletter of 
the accounting firm of Coopers & Ly- 
brand. This letter to the firm’s part- 
the 
world, discussing significant current de- 


ners and employees throughout 
velopments in the more important com- 
mercial countries, pointed out that the 
in Switzerland has 


lead to a growing interest of American 


favorable situation 
companies in that country. The fre- 
quency of U. S. reports of new Swiss 
subsidiaries it said, calls attention to the 
attractions which that country offers to 
it has a central location and 
other 
countries in Europe and throughout the 
world. Its facilities 
and its 
rency have a record of stability which is 


business. 


excellent communications with 


banking are re- 
nowned. Its government cur- 
hard to match. Its physical attractions 
have made it one of he foremost tourist 
centers in the world. In addition to all 
these attractions it offers tax advantages 
to foreign business. 


Three advantages 


These tax advantages fall into three 
areas: 
tax rates are lower 
than the rates in most of the leading 
commercial countries. More important, 
it may be possible to obtain substantial 
tax concessions with regard to income 
from foreign sources. 


1. Swiss income 


2. Switzerland’s treaties with the prin- 
cipal commercial countries reduce taxes 
imposed by those countries on income 
sent to a Swiss corporation. 

3. Complete or nearly complete in- 
come tax exemption may be accorded to 
dividends received by holding com- 
panies. 


Swiss tax structure 


Switzerland is a federation of twenty- 
two cantons. Authority is vested primar- 
ily in the 
severely restrict the powers of the fed- 
eral government, including its power to 


cantons and the cantons 


levy taxes. Taxes are imposed at three 
levels—federal, cantonal, and communal. 
Each canton devises its own taxing rules, 
and the communal taxes are generally 
computed by applying a multiplier to 
the The federal 
tax is administered to some extent by 
the cantons, subject to review by federal 


cantonal tax. income 


officials. 

The complexity of the Swiss tax struc- 
ture is shown in the fact that articles on 
Swiss taxes rarely contain rate tables. 
Instead, examples are shown of the 
total taxes imposed in selected cities on 
stated amounts of income produced with 
a stated amount of capital invested in 
the company. 


Rates 


The basic rate of the federal income 
tax is 3%. An additional 3% tax is im- 
posed on income in excess of 4% of 
capital, reserves and surplus, also an 
additional 4% tax on income in excess 
of 8% of capital, reserves and surplus. 
However, the total income tax is limited 
to 8% of income. Income taxes are de- 
ductible in computing taxable income 
for the federal tax. 

In a recent year the total cantonal 
and communal income tax ratio in the 
city of Zurich ranged from 5.3% to 
26.3%, depending on the ratio of in- 
income of capital. The comparable rate 


in Geneva ranged up to 27.7% but 
Geneva allowed income taxes as a deduc- 


tion; Zurich permitted only certain de- 
ductions with respect to taxes levied by 
inferior authorities. 


Holding companies 


Swiss tax laws give holding companies 
preferential treatment, which sometimes 
amounts to complete exemption from 
income tax. This treatment has long 
been a part of Swiss taxation policy and 
reflects the importance which the country 
places on its position as a financial cen- 
ter. In general, a holding company is 
one which derives its income from stock 
ownership in other companies and 
which participates in the affairs and 
management of those companies. The 
test of this relationship for federal tax 
purposes is ownership of at least 20% 
of the stock of the other company or of 
stock having a value of at least 2,000,- 
000 Sfr (roughly U. S. $450,000). The 
cantonal tests are similar but vary in de- 
tail from canton to canton. The holding 
company tax exemption generally does 
not apply to interest and royalty in- 
comic. 

Recognition as a holding company 
may carry exemption from certain re- 
strictions of the corporation law, includ- 
ing requirements as to nationality of 
directors as to use that 


and may be 


made of surplus. 


Tax concessions 


Most of the corporate headquarters 
which have been recently established by 
U. S. interests in Switzerland are located 
in Geneva, reflecting the willingness of 
the Geneva authorities to make attrac- 
tive tax arrangements. It has been re- 
ported that Zurich will make substantial 
concessions for Swiss branches of foreign 
corporations but not for Swiss corpora- 
tions. In some cases it may be possible to 
greater rural 
cantons like Graubunden, which will 
compensate for other disadvantages of 
those locations. 

In Switzerland as elsewhere, when tax 
concessions are sought the applicant 
should be prepared, if it becomes neces- 
sary, to that benefits will be 
brought to the community. Employment 
of local people, business for the banks, 
some tax revenue, proof of permanence 
—all these may help in the negotiations 
with the tax authorities. If the move- 
ment to Switzerland continues, the 
official welcome will become more selec- 
tive; evidence of a trend in this direc- 


obtain concessions in 


show 
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tion is said by competent observers to 
have appeared already. 

The tax treaties between Switzerland 
and other countries generally reduce or 
eliminate income tax, normally imposed 
by the other country on payments to 
nonresidents, when the payee is a Swiss 
corporation. For example, the treaty 
between France and Switzerland elimi- 
nates the 22% French income tax on 
dividends paid to nonresidents. (The 
U. S. treaty with France reduces it to 
15% when the payee is a U. S. resident.) 
In some cases payment at the full rate is 
required, and claim may then be made 
for refund of the excess amount. 

The adjacent table has been compiled 
from authoritative sources but there may 
be recent changes which are not re- 
flected. It indicates generally the effect 
of the Swiss treaty arrangements in re- 
ducing foreign taxes on income received 
by a Swiss corporation from a wholly- 
owned foreign subsidiary. To determine 
the exact effect in any particular case, 
reference should always be made to the 
treaty itself and any amendments to 
determine that all requirements as to 
nature of income, ownership of stock, 
domicile or residence of parties, etc., 
have been satisfied. Some of the treaties 
make the benefits contingent upon 
liability to direct taxation in Switzer- 
land. 

In addition to rate reductions, tax 
treaties customarily contain ground rules 
for determining what functions per- 
formed by a Swiss corporation in the 
other country will make it taxable in 
the other country. Such provisions often 
furnish an assurance as to tax conse- 
quences, which is helpful in planning. 

Switzerland’s system of tax treaties 
gives it a competitive advantage over 
many “tax haven” countries. For ex- 
ample, Panama, the Bahamas, Bermuda 
and Venezuela, although their own tax 
laws may be favorable, have no treaties 
to reduce the tax imposed on foreign- 
source income by the country of origin. 


Advantages of Swiss establishment 


The reasons for the movement of 
U. S. business to Switzerland fall gen- 
erally into two classes—operational ad- 
vantages and tax advantages. Arrange- 
ments which have only tax savings to 
recommend them are sometimes ephem- 
eral. They may be jeopardized or 
destroyed by a change in law or in gov- 
ernment policy, or by failure to ob- 
serve meticulously all requirements. The 
businessmen will find their attraction 
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INCOME TAX RATES OF SOURCE COUNTRIES ON 
INCOME PAID TO NONRESIDENT CORPORATIONS 
Interest on Royalties other 
Dividends Commercial Obligation than Mineral 
‘o Swiss To Swiss To Swiss 
Source General Parent General Parent General Parent 
Country Rule Companies Rule Companies Rule Companies 
Austria 17.7 0 17.7 0 17.7 0 
Denmark 0 to 60 0 0 0 0 0 
Finland 15 5 0 0 0 0 
France 22 5 Various 0 22 0 
Germany 25 0 to 5 25 to 60 0 25 0 
0 

Netherlands 15 Under 0 0 0 0 
Norway 25 Revision 0 0 0 0 
Sweden 30 5 0 0 50 0 
Uv. a 38.75 5 38.75 0 38.75 0 
ch 30 38.75 30 5 30 0 
* The U. K. standard rate was reduced from 42.5 in the 1958-59 budget. This includes the major part 
of the underlying company tax, which is generally an additional tax in the other countries listed. 








ing sense and, in addition, bestow a tax 
advantage as a bonus. 

U. S. business has been steadily in- 
creasing the number of its foreign estab- 
lishments throughout the world. This is 
particularly true in Europe, where it has 
built many new plants and has acquired 
controlling or minority interests in exist- 
ing plants. 

A U. S. company with operations in 
several European countries may find that 
a conveniently located headquarters 
office serves a number of useful pur- 
poses. Decisions as to allocation of pro- 
duction and allocation of export busi- 
ness among the various plants can be 
made there. Technical, purchasing and 
advertising services can be centralized 
there. Licensing policy and control may 
be an appropriate function. Administra- 
tive and selling supervision can also be 
centralized. The fact that the head- 
quarters is apart from the operating 
centers may be a distinct advantage. 


Tax advantages 


Enlargement of U. S. foreign invest- 
ments requires capital. When it is to 
come from earnings, any reduction of 
the income taxes charged against the 
sarnings increases the amount of capital 
made available. Income earned by a 
Swiss subsidiary and subject to full Swiss 
taxes will often carry a lower tax burden 
than if earned by other foreign affiliates 
or received direct by the U. S. parent. 

However, this advantage is com- 
pounded by the power and willingness 
of the Swiss taxing authorities to grant 
concessions with respect to foreign- 
source income. The concessions obtain- 
able will depend on such factors as the 


nature of the operation and the income, 
the attractiveness of the proposition to 
the particular canton, and the possibil- 
ity of conflict with the canton’s commit- 
ments to others. 

As to holding companies, the transfer 
of established subsidiaries by a U. S. 
parent to such a company is often pre- 
vented by the U. S. tax which would be 
imposed on the accumulated apprecia- 
tion in the investment. Even where this 
obstacle is not present, there may be 
little or no tax advantage in having divi- 
dends paid into a Swiss holding com- 
pany if they have been subjected to a 
tax close to the U. S. rate; in such cases 
the U. S. foreign tax credit would elimi- 
nate U. S. tax if the payment were 
made direct to the U. S. parent. For 
Aividends from countries with tax rates 
substantially higher than the U. S. rate, 
a Swiss holding company offers at least a 
theoretical opportunity to obtain full 
credit for the higher rate by “averaging” 
against income from low-tax countries. 
However, the principal tax advantage of 
the holding company is likely to be its 
ability to provide a safe tax haven for 
dividends from new affiliates in low-tax 
countries en route to reinvestment. 

The tax advantage offered by a Swiss 
establishment may be minor if it is com- 
pany policy to bring all foreign income 
promptly into the parent company. 

The 
permitted the tax-free accumulation of 
foreign income in a special class of 
foreign corporation, failed of passage in 
the last Congress. Although the bill will 
probably be introduced in this session, 
it is too early to make a worthwhile ap- 
praisal of its chance of success. vr 


Boggs Bill, which would have 
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Fast-growing public policy doctrine 


threatens many necessary expenses 


by ROBERT ZIMMERMAN 


In this high-tax economy, the growth of the doctrine that otherwise qualifying de- 


ductions may be denied because they counter public policy poses a serious hazard 


to many not-very-reprehensible businesses. Mr. Zimmerman clarifies the application 


of this doctrine to public and private wrongs, to legal and illegal business, to 


punishments and to costs incurred in attempting to escape them in this analysis 


of the leading cases establishing the doctrine. 


| pes PUBLIC POLICY doctrine has 
evolved in numerous court decisions 
going back more than thirty years, and 
without any legislative formalization; 
the resulting confusion and ambiguity 
Whether or not the 


in creating this 


inevitable. 
correct 
judicial gloss on the Code depends upon 


were 
courts were 
Congressional intent. 

Certainly Congressional debates do 
support to the public 
doctrine, and the failure of 
Congress to mention public policy in 
the Internal Code of 1954 
should in no way: be construed to in- 
dicate a feeling on its part that the doc- 
well established in the 
courts that it required no legislative 
action. In fact, the feeling of Congress, 
both in the past and in the present, 
seems to be that a business should be 
taxed on net income. But while it may 
appear quite evident that Congress never 
intended to disallow expenses which are 
against public policy, the courts are still 
applying the doctrine and constantly ex- 
panding the list of expenses which are 
against public policy. There is every in- 
dication that the application of the 
public policy doctrine by the courts will 
continue unchecked. 


not give any 


policy 


Revenue 


trine was so 


Origin of the problem 


It all started in 1924, when a deduc- 
tion was disallowed for legal expenses 
incurred in the unsuccessful defense of 


a perjury indictment. The court felt 


that, since the act was so “inimical” to 
the public interest, the expense must 
also be inimical.1 

The inconsistency of the public policy 
doctrine was brought out almost imme- 
diately when, in 1925, despite the 
Backer decision, a deduction was allowed 
for payments made to a private party in 
a patent infringement suit. The court 
decided that anybody could inadvertent- 
ly infringe a patent, and that the allow- 
ance of the resulting losses should not be 
considered against public policy.? It was 
at this point, the very outset of the 
public policy doctrine, that the distinc- 
tion beween public wrongs and private 
wrongs was made, a distinction which 
has persisted. 

The public policy doctrine was con- 
fined to the lower courts until 1941, dur- 
ing which time its application was con- 
stantly expanded. In 1929 a deduction 
was denied for fines paid for violations 
of Federal laws,3 and this decision was 
reaffirmed in other cases during this 
period.4 The nondeductibility of fines 
and penalties was then expanded to in- 
clude violation of state laws.5 

Protection payments were next to fall 
under the doctrine when, in 1934, a 
contractor was denied a deduction for 
pay-offs he had to make in order to com- 
plete a job on time.6 However, a deduc- 
tion was allowed for “tips” given to 
railroad employees by a freight for- 
warder in an effort to secure better serv- 
ice.7 This decision did not indicate a 


departure from the court's original 
opinion, ‘but rather the creation of a 
new designation. For, in 1938, a deduc- 
tion was again denied for protection 
payments made by a milk distributor to 
gangsters who were burning his trucks 
and beating up his drivers.8 Along the 
same lines, the courts began disallowing 
payments made to secure political in- 
fluence.® 

In the years preceding 1941 the courts 
also held that a deduction of travel and 
entertainment expenses could not be 
made for liquor purchased during pro- 
hibition,1° and that an abortionist could 
not deduct fees paid to his procurers.11 

It was not until 1941 that a case in- 
volving public policy reached the Su- 
preme Court, and by that time the doc- 
trine was being widely applied in the 
lower courts. Textile Mills Securities 
Corp. was attempting to deduct lobby- 
ing and propaganda expenses. The 
Court denied the deduction.!2 

Heininger, in 1943, was the next case 
to reach the Supreme Court. Heiningetr 
was a dentist who had been convicted of 
fraudulent use of the mails to sell false 
teeth. The Commissioner would not 
allow a deduction for attorneys’ fees in- 
curred, but the court overruled him on 
the theory that public policy was pro- 
tected when Heininger was prevented 
from further use of the mails; therefore 
allowance of the deductions would not 
frustrate public policy.1% 


Spread of doctrine 


Decisions in the lower courts from 
1942 to the present have continued the 
trend evidenced in the preceding period. 
Expenses relating to public wrongs have 
been held non-deductible,1* while those 
relating to private wrongs have been de- 
ductible.15 Legal fees have been de- 
ductible only where there has been an 
acquital, or where the wrongs have 
been of a private nature.16 The courts 
have also continued their policy of dis- 
allowing deductions for payments made 
to secure political favor,17 and for bribes 
and protection payments,!8while allow- 
ing a deduction for so called “‘tips.”19 

In addition to the precedents already 
established, other expenses have been 
constantly brought within the scope of 
the doctrine. For example: dues paid 
by an operator of pinball machines were 
held not deductible because it was found 
that the association to which the dues 
were paid was acting in restraint of trade 
by seeing that only one member had 
machines in any one location.2° The 
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representative of a rum company was 
giving Alabama liquor dealers free 
bottles of his rum to replace those 
stolen and was also distributing cases of 
his rum to licensees as part of his pro- 
motional work. A deduction for the 
liquor so distributed was denied be- 
the rules of the Alabama Alco- 
Beverage Control Board pro- 
hibited manufacturers, or their repre- 
sentatives, from giving anything free to 
licensees.21_ A deduction was disallowed 
for the loss of property which was taken 
over by the Government under the 
Trading With the Enemy Act,?? and an 
Alabama resident was denied a depend- 
ency exemption for his mistress under 
the 1954 code because it was? .. . not 
only universally regarded as against good 
public morals, but also . . . a continu- 
ing, willful, open and deliberate viola- 
tion of the laws of the State of Ala- 
bama.” 


cause 
holic 


A special situation arose during this 
period as a result of wartime price con- 
trols. The deductibility of payments to 
the Government for OPA violations was 
made dependent upon the taxpayer’s 
intent, and where it could be shown that 
the violation was inadvertent the repay- 
ment of overcharges to the government 
was deductible.?4 


Recent Supreme Court decisions 

There have been comparatively few 
cases on public policy to reach the 
Supreme Court. In Lilly the taxpayer 
was an optician who, in accordance 
with trade practices, had been kicking 
back one-third of the retail price of eye- 
glasses to the doctors who had prescribed 
them. The Commissioner disallowed de- 
duction of the kickbacks on the grounds 
that they frustrated public policy, but 
the court would not go along with this 
argument. Since there was no Federal or 
state law prohibiting such actions, the 
court found that the expense was de- 
ductible.25 


1 Backer, 1 BTA 214, 1924. 

* Becker Broe (7 F.2d 8, CA-2 1925). 
® Bonnie Bros. Inc. (15 BTA 1231, 1929). 
‘Terminal Railroad Association of St. Louis (17 
BTA 1135, 1929); Great Northern Railway Co. 
(40 F.2d 372, CA-8 1930) cert. den. 282 US 855 
1930). 

Burroughs Building Material Co. (47 F.2d 178, 
CA-2 1931). 
® Kelley - Dempsey & Co., 31 BTA 351 (1934). 

7 Bateman, 34 BTA 351 (1936). 

® Reliable Milk and Cream Co., BTA Memo August 
20, 1938. 
® Easton Tractor & Equipment Co. (35 BTA 189 
1936); Nicholson (88 BTA 190 1938); Alexandria 
Gravel Co. (95 F.2d 615, CA-5 1938). 

10 Lorraine Corp. (33 BTA 1158, 1936). 
11 Guibbini (BTA Memo October 27, 1939). 
2 Textile Mills Securities Corp. (314 US 326 
1941). 
18 Heininger, (320 US 467 1943). 
4 Standard Oil Co. (129 F.2d 363, CA-9 1942); 
Superior Wines and Liquors (134 F.2d 373, CA-8 
1943); Longhorn Portland Cement Co. (148 F.2d 


One very important part of the Lilly 
decision is the Court’s statement that if 
the expenses violated state or Federal 
law it?6 “. . . could be argued that the 
outlawed expenditures, by virtue of 
their illegality, were not ‘ordinary and 
necessary’ business expenses .”, for 
subsequent decisions have held that 
kickbacks of insurance premiums were 
not deductible where there was a state 
law prohibiting such transactions,27 but 
kickbacks to ship captains by suppliers 
were deductible where it was a trade 
practice, and not in defiance of any state 
or Federal law.28 

On March 17, 1958 three cases affect- 
ing public policy were decided in the 
Supreme Court. The question in Sulli- 
van was whether rent and salaries paid 
by a bookie could be deductible.2® This 
point had come up twice before in the 
lower courts, and in both cases it was 
held that, although the business was 
illegal, it could still deduct payments 
for salaries and rents.30 

In the Sullivan case the commissioner 
disallowed the expenses on the strength 
of a state law which not only made 
bookmaking illegal, but also classified 
payments for salaries and rent as illegal. 
The Supreme Court allowed the deduc- 
tion of these expenses as ordinary and 
necessary since they felt that their allow- 
ance would not be! “, a device to 
avoid the consequence of violation of a 
law.” 

The other two cases decided that day 
both concerned the deduction of fines 
paid for violations of state maximum 
weight laws by trucking concerns. Tank 
Truck Rentals was decided first. The 
fines in question in this case had been 
paid to the State of Pennsylvania for 
violations of its maximum weight laws. 
The company protested that, since the 
maximum weights set by Pennsylvania 
were well under the maximum set by 
other states, and too low to allow eco- 
nomical trucking operations, they ac- 


276, CA-5 1945, cert. den. 336 US 728 1945); 
Stralla (9 TC 801, 1947); Universal Atlas Cement 
Co. (9 TC 971, 1947, aff'd. per curium, 171 F.2d 
294, cert. den. 3836 US 962); Davenshire, Inc. (12 
TC 958, 1949). 

18 Ziegler, Jr. (56 TC 150, 1945); Butler (17 TC 
67E, 1951) Calwell & Co. (234 F.2d 660, CA-6, 
1956, rev. per curium, 24 TC 597, 1955). 

16 Dunitz (7 TC 672, 1946, acq., affd. on other is- 
sues, 167 F.2d 233, CA-6, 1948); Stralla, loc. cit.; 
Bloom (7 TC Memo 517, 1948); Thomas (16 TC 
1417, 1951); American Factors, Ltd. (190 F.2d 
1955, CA-9, 1951); Joseph (26 TC 562, 
Schwartz (232 F.2d 94, USCA 5, 1956); Interna- 
tional Trading Co. (17 TC Memo 521, 1958). 

17 Rugel (127 F.2d 393, CA-8, 1942); Harden Mort- 
gage Loan Co. (137 F.2d 282, CA-10, 19438), cert. 
den. 320 US 791 1943); Exelsior Baking Co. (82 
F. Supp. 423, DC-4, 1949); Stover Co. (27 TC 434, 
1956). 

1% Comeaux (10 TC 201, 1948); Kerrigan Iron 
Works, Inc. (17 TC 566, 1951); Clark (19 TC 48, 
1952); Lashells Est. (11 TC Memo 274, 1952); 
Boyle, Flagg & Seaman, Inc. (25 TC 43, 1955). 


Tax policy and legislation + 107 


tually represented a toll for the use of 
the roads, and their deduction should 
be allowed. The Court found that the 
expenses were not tolls, mainly because 
they were paid only when a truck was 
stopped and weighed. The deduction 
was therefore disallowed, with the ex- 
planation that,32 “Judicial deference to 
State actions requires, whenever possible, 
that a state not be thwarted in its 
policy.” 

their decision in Tank 
Truck the Supreme Court decided that 
the fines paid by Hoover Motor Express 
were also not deductible. This case dif- 
fered from Tank Truck in that most of 
the inadvertent. The 
fines had been imposed for violations of 
axle-weight limits, and the company 
showed that when the trucks were loaded 
the axle weights were within legal limits, 
but the violations occurred as a result 
of the shifting of the freight load dur- 
ing transit. The Court felt that they 
could not differentiate between willful 
and innocent violators, because to allow 
either would frustrate the 
policies of the state.33 


Following 


violations were 


deduction 


Subsequent events 


From the date of those Supreme Court 
decisions to the present, there has been 
only one case involving public policy. 
A corporation located in Oklahoma was 
not allowed to deduct, as entertainment 
expense, the cost of liquor purchased, 
since Oklahoma is a dry state. The court 


felt that the ‘ . expense is not neces- 


sary when there is a severe, immediate 
and direct frustration of state policy.’’34 


Fines 


Fines paid to the Federal and state 
governments, and any legal fees incurred 
therewith, have been the principal vic- 
tims of the public policy doctrine. The 
rationale behind these disallowances has 
been that,*5 “. . . to permit the violator 
to gain a tax advantage through deduct- 


19 Marra Bros. (3 TC Memo 1317, 1944). 

20 Fazzio (2 TC 737, 1943). 

21 Newman (11 TC Memo 908, 1952). 

22 Algemene Kunstzujde Unie, NV (226 F.2d, CA- 
4, 1955, cert. den. 350 US 969). 

23 Turnispeed (27 TC 758, 1956). 

2% Rossman Corp. (175 F.2d 711, CA-2 1949); Nat’l 
Brass Works (182 F.2d 526, CA-9, 1950); Farmers 
Creamery Co. (14 TC 879, 1950); Pacific Mills (17 
TC 705, 1951); Paris Mfg. Co. (10 TC Memo 1064, 
1951). 

2% Lilly (343 US 90, 1952). 

8 Ibid., p. 94. 

27 Boyle, Flagg & Seaman, Inc., loc. cit. 

28 Valetti (28 TC 75, 1957). 

” Sullivan (356 US 27, 1958). 

30 Comeauz, loc. cit.; Doyle (281 F.2d 635, CA-7, 
1956). 

%1 Sullivan, loc. cit. 

2 Tank Truck Rentals Inc. (356 US 30, 1958). 

% Hoover Motor Express Co., Inc. (356 US 38). 
% Finley (255 F.2d 128, CA-10, 1958). 

% Longhorn Portland Cement Co. (148 F.2d 276, 
CA-5, 1945, cert. den. 386 US 728, 1945). 
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[Mr. Zimmerman is an accountant in 
practice in New York City.] 





ing the amount of the penalty as a busi- 
ness expense, and thus to mitigate the 
degree of his punishment, would frus- 
trate the purpose and effectiveness of 
that public policy.” The feeling that on 
these deductions would 
“mitigate the degree of punishment” 
had 
well,36 

Does the deduction of a fine result in 
the Federal government’s bearing part 


allowance of 


been indicated in other cases as 


of its cost through a tax reduction, or 
does the disallowance of the deduction 
result in the Federal government’s im- 
posing an additional penalty? All of the 
cases mentioned have taken the position 
that by allowing the deduction the gov- 
ernment is bearing some of the cost, and 
thereby reducing, in the same amount, 
the penalty that had been imposed. 
However, back in 1935, the Supreme 
Court voiced an opinion taking just the 
opposite view:37 

“We 
been made—certainly never entertained 
Court—that the United States 


may impose cumulative penalties above 


think the suggestion has never 
by this 


and beyond those specified by State law 
State’s criminal 
The 
tion of such a proposition would obliter- 


the 
citizens. 


for’ infractions of 


code by its own afiirma- 


ate the distinction between delegated 
powers of the federal government and 
those reserved to the States and to their 
citizens. 

“The the of 
its own citizens belongs to the state, 
not to the United States. The right to 
impose sanctions for violation of the 


regulation of conduct 


States’ laws inheres in the body of its 
citizens speaking through their repre- 


sentatives.” 


Legal fees 


the 
toward fines seems to be fairly settled 


Despite this opinion, feeling 


against their deductibility. However, 
there seems to be a lot of unhappiness, 
particularly among lawyers, regarding 
the non-deductibility of legal fees where 
the taxpayer has been convicted of a 
The felt that 


legal fees incurred in litigation should 


crime. courts have any 
fall with the fines,38 for if the cost of 
an unsuccessful defense were deductible 
the Federal government would, in effect, 
be assisting in the defense.39 The latter 
the question of 
government would be 


point again raises 


whether the 


shouldering part of the cost, or impos- 


¢ February 1960 


ing an additional penalty. The issue, 
and the problem of deducting legal fees, 
were attacked with great logic by 
Spurgeon Avakian who said:4 

“Whether he is convicted or acquitted, 
a defendant in a crminal case is not 
frustrating public policy by putting up 
a defense. Moreover, the tax laws have 
not been set up by Congress as a means 
of imposing additional punishment on 
persons convicted of a crime.” 

It does seem strange that everyone 
should have the right to be represented 
by counsel, and yet the right to deduct 
the costs incurred are denied to those 
convicted. Furthermore, since a man is 
supposed innocent until proven guilty, 
the legal services for which he is paying 
have been primarily performed before 
guilt has been finally established and so 
not be tied in with the subse- 
quent verdict.41 


should 


The ludicrousness of the court’s posi- 
tion can be realized by visualizing what 
would happen to a man who had been 
convicted of a crime (and denied a de- 
duction for legal expenses), if after one 
year new evidence was discovered which 
proved his innocence. The first thing 
he would have to do after being released 
would be to file a claim for refund. 


Inadvertent violations 
As a of the Commissioner's 
policy of disallowing deductions 


result 
for 
fines and penalties, various cases have 
come to court in which the taxpayer’s 
transgression has been entirely uninten- 
The policy followed by the 
courts in these cases has generally been 
to allow the deduction where the law, 
or its agency, distin- 
guishes between willful and innocent 
violators,42 but to disallow the expense 
where no such distinction was made.4% 

In disallowing fines in general, the 
government has argued that,44 ‘““To the 
extent that deductions per- 
mitted where fines are imposed, the eco- 


tional. 


administrative 


tax are 
nomic attractiveness of non-compliance 
is increased and the states are hampered 
in furthering the public policy declared 
by their legislatures.” Can the govern- 
ment really believe that they are in- 
creasing “the economic attractiveness of 
non-compliance” on the part of in- 
advertent violators by denying them a 
deduction? Disallowance can in no way 
deter inadvertent violators, nor 
could an allowance of the deduction en- 
courage others wilfully to violate the 
act. 

At one time the courts had allowed a 


other 


deduction for payments made as a re- 
sult of a patent infringement suit. The 
opinion seemed to express a fear that 
if the deduction was disallowed it could 
set a precedent that would be unfair to 
inadvertent violators, because,#5 “A 
party acting throughout in entire good 
faith may ultimately find that he has 
infringed a patent and must turn over 
his profits and pay damages in addition 
to the patentee. To say that he has 
acted illegally, and so cannot have the 
losses he has suffered thereby deducted, 

. is not required by any provision of 
the statute or upon grounds of public 
policy.” 

This charitable attitude towards the 
inadvertent violator, however, is now 
outdated. The fines disallowed by the 
Supreme Court in Hoover Motor 
Express were incurred for overweight 
violations which were clearly not the 
fault of the trucker. Trucks, which were 
within the legal limits when they started, 
picked up snow and ice along the road 
causing them to be overweight. In others 
the pay load shifted in transit so that 
there was an overload on one axle. Still 
the expenses were not deductible.*6 

The disallowance of expenses of this 
nature can obviously have no effect 
upon the working of the laws and there- 
fore represents an additional and un- 
justifiable penalty imposed through the 
revenue code. 


Public v. private wrongs 


One of the strangest aspects of the 
public policy doctrine is the double 
standard which has been used to deter- 
mine deductibility. Expenses which ap- 
pear to be basically the same are often 


% Tank Truck Rentals Inc. (356 US 30, 1958); 
Jerry Rossman Corp. (175 F.2d 711, CA-2, 1949). 
87 Constantine (296 US 287, 1935). 

38 Burroughs Building Material Co. (47 F.2d 178, 
CA-2, 1931). 

3° Thomas (16 TC 1417, 1951). 

40 Avakian, “Deductibility of Expenses Growing 
Out of Violation of Law or Public Policy,” Cali- 
fornia State Bar Journal (Sept.-Oct., 1953) Vol. 
28, pp. 365-73. 

41'V. Brookes, “Litigation Expenses and the In- 
come Tax,” 12 Tax Law Review 241 (March 
1957). 

42 Jerry Rossman Corp. (175 F.2d 711, CA-2, 
1949). 

43 Hoover Motor Express Co., Inc. (356 US 38, 
1958). 

44 Brief for Respondents, Nos. 95 and 109 (Oct. 
Term 1957) p. 23, Hoover Motor Express Co., Inc., 
(356 US 38), and Tank Truck Rentals, Inc., 
(356 US 30.) 

45 Becker Bros. (7 F.2d 3, CA-2, 1925). 

46 Hoover Motor Express Co., Inc., loc. cit. 

47 Ziegler, Jr. (5 TC 150, 1945). 

48 Farrel (44 BTA 238, 1941). 

49 Calwell & Co. (234 F.2d 660, CA-6, 1956, revers- 
ing per curium, 24 TC 597, 1955); Butler (17 TC 
675, 1951); Dunitz (7 TC 672, 1946, acq); Inter- 
national Shoe Co. (38 BTA 81, 1938); National 
Outdoor Advertising Bureau (89 F.2d 878, CA-2, 
1937); Hervey (25 BTA 1282, 1932); Howard (22 
BTA 375, 1931). 

50 Ziegler, Jr., loc. cit. 

St Doyle (231 F.2d 635, CA-7, 1956); Sullivan (356 
US 27, 1958); Comeauz (10 TC 201, 1948). 

52 Doyle, loc. cit. 
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treated differently. For example: fines 
and any accompanying legal fees are not 
deductible; however, a deduction has 
been allowed for payments made in the 
settlement of a suit for mismanage- 
ment,47 payments made to bondholders 
by corporate directors as a penalty for 
dividends illegally declared,4#8 and in 
numerous other cases under civil law.*® 
What has happened here is that fines 
and legal fees paid as a result of public 
wrongs are not deductible, but judg- 
ments and legal fees paid as a result of 
private wrongs are deductible. For some 
reason the courts feel that a parking 
fine is against public policy, but the 


illegal payment of dividends is not. 
Ihe logic behind this treatment is 
vague, but the courts feel that the de- 


. does 
not come within the purview of the 
rule respecting penalties, deductions of 
which are disallowed by reason of the 
fact that their allowance would mitigate 
the degree of punishment and frustrate 
the purpose and effectiveness of public 
policy.” It is difficult to understand why 
this should be so; 


duction of private wrongs ‘ 


nevertheless, this arti- 
ficial distinction is constantly being ap- 
plied. 


Legitimate v. illegal businesses 


Another area in which a strange dis- 
tinction concerns the 
illegal expenses of legitimate business 
and the integral expenses of illegal busi- 
nesses. This probably sounds much more 
complicated than it actually is. Simply 
stated, 


has been made 


the problem is, why cannot a 
legitimate business deduct illegal ex- 
since an illegal business, such 
as bookmaking, can deduct its salaries, 
etc. The Commissioner has tried 
to disallow all the expenses of illegal 
businesses, but so far without any suc- 
cess.51 Certainly, 


penses, 


rents, 


however, any expense 
which perpetuates an illegal business is 
as much against public policy as, for in- 
stance, a bribe paid by a legitimate busi- 
The courts seem to have been 
forced into a compromise position re- 
garding illegal business. They could not 
ignore the business’s existence, and thus 
make it tax exempt, and they could not 
refuse to allow deductions and 
thereby tax gross income. So, they com- 
promised on the integrality test. That 
is,52 those expenses which eco- 
nomically are an integral part of a busi- 
ness, whether it be lawful or unlawful.” 
Integral expenses are those expendi- 
tures which, considered inde- 
| pendently of the business with which 


ness. 


any 


when 


they are connected, have no illegal im- 
plications. Rent is an example of such 
an expense, and could be deducted by 
any business, legal or illegal. Bribes, on 
the other hand, do not meet the in- 
tegrality test, and are not deductible. 
While this may be a logical compro- 
mise for this particular situation, in light 
of the avowed purpose of the court in 
applying the public policy doctrine it 
does not seem as logical. The courts 
have indicated a fear that the country’s 
laws and morals would be undermined 
if they allowed penalties paid for viola- 
tions to be deducted. By allowing illegal 





Wife not liable as transferee for hus- 
band’s taxes. The Commissioner failed 
jto meet his burden of proving that a 
wife is liable as transferee for her hus- 
band’s tax deficiencies and fraud penal- 
ties where he did not show that the 
liabilities of the husband at the time 
of the claimed transfers exceeded the 
value of his assets, or that such trans- 
fers were fraudulent as to creditors. 
Millikin, TCM 1959-210. 


Accountant’s papers turned over to 
attorney not privileged. A Special Agent 
summoned taxpayer’s attorney to pro- 
duce worksheets prepared by taxpayer's 
accountant and then in the custody of 
the attorney. The district court en- 
forced the summons. This court affirms. 
The work papers are the property of 
the accountant, not the attorney. The 
mere custody by the attorney does not 
create a privileged communication. 
Boccuto, CA-3, 11/24/59. 


Election not timely; proprietorship 
denied corporate status. Taxpayer, an 
individual proprietor, on February 24, 
1955 requested an extension for filing 
his 1954 return. His request for exten- 
sion was based on the principal ground 
that final Regulations had not yet been 
issued on Section 1361 which required 
that the election to be taxed as a cor- 
poration be filed within 60 days of the 
close of the taxable year (March 1, 
1955). On April 15, 1955, he filed his 
1954 personal return including all the 
income from his sole proprietorship. In 
May 1956, he filed (1) a claim for re- 
fund, (2) an amended individual return 
and (3) a corporate return including the 
business income. The court denies the 
claim for refund, finding that the letter 


New procedural decisions this month 
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businesses to deduct certain expenses, 
the courts have, in effect, admitted that 
the whole theory of public policy as a 
ground for non-deductibility is falla- 
cious. If the deductions of an enterprise 
which, in its entirety is against public 
policy, cannot be disallowed, why 
should the isolated transgression of a 
basically legitimate business be non- 
deductible? Unfortunately, although the 
integrality test indicates the fallacy of 
the public policy doctrine, the courts 
have not shown any sign of admitting 
this; and the spread of the doctrine con- 
tinues. v 


of February 24, 1955 was not an election 
to be taxed as a corporation. The re- 
quirement that a statement of election 
be filed within 60 days from the close of 
the not satisfied. Since the 
statement was not irrevocable until per- 
fected by actual filing, the time allowed, 
although was reasonable. Tax- 
payer did not show his intent until over 
one year later, and cannot be permitted 
to make the election at his pleasure. 
Warrick, DC Mich., 10/8/59. 


year was 


short, 


Joint Tax Court petition by separated 
spouses is proper. Taxpayers had filed a 
joint return as husband and wife. In 
a later year, while living apart, each 
received a separate deficiency notice 
with respect to the joint return. The 
Tax Court holds that they may file a 
joint petition to 
withstanding the 
notices. 


Tax Court 
separate 


the not- 
deficiency 
The court notes that separate 
petitions would be appropriate only 
where each spouse advances a separate 
defense which was not the case 
Bryant, 33 TC No, 22. 


here. 


Can’t sue for refund of tax deposited 
without assessment. A criminal tax eva- 
sion case is currently pending against 
taxpayer-corporation’s officers for evad- 
ing taxpayer’s income taxes. Taxpayer 
gave the District Director a check for 
nearly $3 million as a deposit on the 
presumed deficiency to stop the run- 
ning of interest. Taxpayer then filed a 
refund claim and brings this suit there- 
on in an attempt to determine the de- 
ficiency. The court holds it has no 
jurisdiction. has been no tax 
assessment upon which a determination 
could be based. Farnsworth & Chambers 
Co., Inc., DC Tex., 11/12/59. 


There 
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Disposing of property mortgaged above 


basis: opportunities and hazards 


by MELVIN S. SPEARS 


The tax effect of disposition of property mortgaged in excess of basis can vary 


widely depending on the form chosen: sale, abandonment, gift, bequest, etc. These 


transactions must be carefully worked out in advance. Mr. Spears here summarizes 


the rules that have been developed and comments on the strength of the precedents 


available for planners. 
[' APPEARS TO HAVE been long accepted 
that the borrowing of money in itself 
has no immediate tax effect. But until 
1952 no case had considered the ques- 
tion of whether a borrowing in excess of 
basis without personal liability would 
give rise to gain. In Woodsam Associ- 
ates, Inc. (198 F.2d 357, CA-2, 1952) this 
question was litigated and answered in 
the negative, the court stating that the 
borrowing of money is not a closed 
transaction for tax purposes. The tax- 
payer, seeking a stepped-up-basis, argued 
that in effect the encumbrancing of 
property without personal liability was 
equivalent to a disposition of the prop- 
erty since no debt was created. 

The Woodsam case followed the 
alysis of mortgage transactions made by 
the Supreme Court in Crane (331 US 
1). While the Crane case was actually 
not the first to consider the question, as 
the pronouncement of the highest court 
of the land it served to set to rest some 
areas of the problem. Mrs. Crane in- 
herited property at a time when the fair 
market equaled the mortgage, 
which she did not assume. For several 
years Mrs. Crane claimed a deprecia- 
tion allowance based on the full value of 
however, due to her tax 
allowance did not result 


an- 


value 


the property; 
situation, the 


in a tax benefit. She sold the property 
for approximately $2,500 cash, 
to the mortgage of approximately $200,- 
000; she reported gain based on the cash 
consideration only, contending that all 
she had actually sold was her equity in 


subject 


the property. The Commissioner deter- 
mined a gain of approximately $24,000, 
the difference between proceeds of cash 
plus the mortgage and basis adjusted 
for the depreciation claimed. The court 
upheld the contention of the Commis- 
sioner. The rules established by the 
decision can be summarized as follows: 

1. A taxpayer’s basis for property is 
not merely his equity. It includes any 
mortgages on the property at the time 
of acquisition even though not assumed 
by the taxpayer. 

2. Depreciation should be computed 
on the full basis of the property and not 
just on the equity. 

3. The depreciation allowance reduces 
the basis of the property even though it 
does not result in a tax benefit. 

4. Upon a transfer of the property for 
a consideration, the consideration re- 
ceived by the taxpayer includes the 
amount of any mortgage then on the 
property, whether or not the taxpayer 
was personally liable on the mortgage 
and whether the transferee assumes the 
mortgage or merely takes the property 
subject thereto. 

Unfortunately, in reaching the conclu- 
sion stated as 4 above, the Court did 
not clearly explain its rationale. In part 
the decision appears to be based on the 
theory that the transfer is a sale with 
the mortgage indebtedness considered as 
a part of the purchase price, while other 
language in the decision indicates the 
court is applying a theory of income 
realized from the cancellation of the 


mortgage indebtedness. This confusion 
has been carried over into the decisions 
of the lower courts and has led to con- 
trary holdings in similar cases. It is 
submitted that the disposition theory is 
actually the basis of the court’s decision 
and that as such the result reached and 
the rules established are correct. 


Other dispositions 


The factual situation in Crane was a 
transfer for a consideration above the 
mortgage, albeit the amount was nom- 
inal. The transaction could therefore 
be regarded as a sale of the property 
and the usual rules of gain or loss ap- 
plied. The novelty of the decision lay 
not in the application of these rules but 
rather in the holding that the mortgage 
was to be considered as increasing the 
consideration received. 

The courts were soon faced with ques- 
tion whether the Crane holding should 
be applied to other dispositions of mort- 
gaged property. Due in part to the con- 
fusion in the rationale of the Crane de- 
cision itself and in part to attempts by 
courts to fit transactions into a Classi- 
cal concept of transfer of property, the 
results reached have not been uniform. 
No general rule can be established. Tax 
effect may well depend on type of dis- 
position. 


Transfers for a consideration 


A transfer for a consideration falls 
squarely within the factual picture of 
the Crane case. It is held to be a sale 
resulting in gain to the extent the con- 
sideration received, including the mort- 
gage on the property, exceeds adjusted 
basis. This rule is applied whether or 
not the transferor is personally liable on 
the mortgage, and it is immaterial 
whether the transferee assumes the mort- 
gage or merely takes subject thereto. 
The gain may be either capital or ordin- 
ary dependent on the character of the 
property transferred since it is deemed 
to have been realized through a sale of 
the property. 


Exchanges of mortgaged property 

An exchange of encumbered property 
is treated as a transfer for a considera- 
tion equivalent to a sale; under the 
Crane rule gain is realized to the ex- 
tent that the total of the cash and fair 
market value of property received plus 
the encumbrance on the property trans- 
ferred exceeds the basis of the property 
transferred. Again, the personal liability 
of the transferor, or the assumption or 





















lac 
th 
ru! 
gai 

; 
sul 
rea 
suc 
ass 
the 
exc 
wo! 
bel 


Fon 
A 
for 
thu 
mo. 
tho 
liab 
cha: 
whe 
cap’ 
pay 
Sur 


A 
the 
liab! 
tran 
a sa 
tent 
an € 
Tax 
Inc., 
inso] 
trans 
appe 
to h 
debt 
be s 
true 
the g 
of th 
of th 

A 
in th 
gage. 
erty 
justm 
not a 

Eve 
sonal! 
held 
rende 
ceeds 
the se 
the g 
of ie 
ordin: 
pear | 
siderit 








on | 


ns 


on 


, is 
ion j 


ind 





jues 
ould 
nort- 
con- 
> de 
‘s by 
lassi- 
, the 
orm. 
Lax 


F dis- 


falls 
re of 
1 sale 
» con- 
mort 
justed 
er or 
yle on 
aterial 
mort- 
lereto 
ordin 
of the 





eemed 


sale ol 


y 
operty 
isidera 
er the 
the ex 
nd fail 
2d plus 
y trans 
roperty 
jiability 


tion 0! 








lack of assumption of the mortgage by 
the transferee is immaterial. The usual 
rules apply in determining whether the 
gain is capital. 

If the property received is in turn 
subject to an encumbrance, the gain 
realized is reduced by the amount of 
such encumbrance whether the taxpayer 
assumes the same or merely takes subject 
thereto. The effect of a mortgage in 
excess Of basis on an exchange which 
would otherwise be taxfree is considered 
below. 


Foreclosures 


\ foreclosure is deemed a sale per se 
for the amount of the mortgage and 
thus gain is realized to the extent the 
mortgage exceeds basis. This is true even 
though the mortgagor had no personal 
liability on the mortgage. Again, the 
character of the gain will depend on 
whether the property is a capital or non- 
capital asset in the hands of the tax- 
payer. 


Surrender to mortgagee 


A surrender of property, in release of 
the liability, by an owner personally 
liable on the mortgage is deemed a 
transfer for consideration equivalent to 
a sale. Thus, gain is realized to the ex- 
tent the encumbrance exceeds basis. As 
an exception to the foregoing rule, the 
Tax Court has held (Main Properties, 
Inc., 4 TC 364, 1944, acq.) that a debtor 
both before and after the 
transfer is not taxable. This holding 
appears questionable; the decision seems 
to have been based on the theory of 
debt concellation and would thus not 
be sound in view of the fact that the 
true rationale of the Crane case is that 
the gain is realized from the disposition 
of the property and not from the release 
of the indebtedness. 

\ further exception has been drawn 


insolvent 


in the case of a purchase money mort- 
gage. Here the surrender of the prop- 
erty has been treated mere ad- 
justment of the purchase price and thus 
not a transaction resulting in gain. 
Even though the taxpayer is not per- 
sonally liable on the mortgage, it is still 
held that a gain results from the sur- 
render to the extent the mortgage ex- 
ceeds basis. In this situation however 
the secondary issue is presented whether 
the gain resulting from the surrender 
of a capital asset results in capital or 
ordinary gain. While there does not ap- 
pear to be any authority directly con- 
sidering the character of the gain re- 


aS a 


sulting, several cases have considered 
the character of a loss resulting from the 
surrender of mortgaged property and 
have held the loss to be ordinary in 
character. Conversely, any gain should 
be considered to be ordinary income. 
On the other hand, if the theory of the 
Crane case is carried through consistent- 
ly, it would follow that the surrender 
is a disposition for a consideration and 
that the transaction would be the sale 
of a capital or non-capital asset as the 
case may be. An early Tax Court case 
(Lutz & Schramm Co., 1 TC 682; 
1943, non-acq.) afforded this treatment 
without actually considering the issue. 
Unfortunately, the courts which have 
passed upon the loss transactions ap- 
pear to again have confused the under- 
lying concept of the Crane case with the 
theory of debt cancellation and in 
doing so have clouded the determination 
of whether the gain resulting from the 
surrender of a capital asset should be 
treated as a capital gain or ordinary in- 
come. The confusion resulted from the 
inability of the courts to find considera- 
tion in the release of a liability for 
which the taxpayer was not liable. If 
such was the event giving rise to the 
tax, the argument would be of merit. 
However, the Supreme Court in the 
Crane case passed upon this point and 
held that the economic benefit to the 
taxpayer was the same whether he was 
personally liable or not and that this 
factor was not material to the issue of 
the realization of gain. This holding 
would seem correct since it would be 
difficult to justify capital gain on a sale 
for a nominal cash consideration and 
deny it if the taxpayer elects to sur- 
render the property to the mortgagee. 

It should further be noted that even 
the smallest consideration paid by the 
mortgagee converts the transaction into 
a sale. A realistic examination of the 
economics of the situation should dictate 
a similar conclusion even though a 
nominal consideration is lacking. A word 
of caution is in order: until there has 
been an express determination of this 
question it would be wise to extract a 
nominal consideration upon the sur- 
render of a capital asset subject to a 
mortgage in excess of basis to insure 
capital gains treatment. On the other 
hand, if basis exceeds the mortgage then 
consideration should be avoided since 
under the cases to date it appears that 
an ordinary loss could be claimed. 

If the taxpayer’s equity in the prop- 
erty actually falls to zero (i.e., the mort- 
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[Mr. Spears, a member of the California 
Bar, is a partner in the Beverly Hills 
law firm of Ervin, Cohen & Jessup. The 
article is adapted from a longer, fully 
footnoted paper presented by Mr. Spears 
at the Eleventh Tax Institute of the 
University of Southern California Law 
School and published in the proceedings 
“Major Tax Planning for 1959,’ Mat- 
thew Bender & Company, 1959.} 





gage debt equals or exceeds the value 
of the property) the taxpayer may elect 
to abandon the property. The results 
taxwise are similar to a voluntary con- 
veyance of the property by a mortgagor 
with no personal liability. A taxpayer 
who abandons a capital asset encum- 
bered in an amount above his basis 
may find he has incurred ordinary in- 
come since the gain did not result from 
a sale or exchange. Thus, while aban- 
donment of property might be bene- 
ficial to the holder of a capital asset in 
a loss situation, it would appear a dan- 
gerous course when the mortgage ex- 
ceeds basis. Until a more certain deter- 
mination of this question is had, the 
taxpayer would be well advised to make 
a voluntary conveyance for a nominal 
consideration to the mortgagee in order 
to insure that the gain will be taxed as 
capital. 


Condemnation 


It has long been recognized that the 
condemnation of mortgaged property 
can result in a gain to the mortgagor 
to the extent the money received ex- 
ceeds his basis. This rule is applied even 
though the condemnation award is 
split between the mortgagor and mort- 
gagee in accordance with their respec- 
tive interests. Thus, if the mortgage ex- 
ceeds the mortgagor’s basis he will have 
realized gain even though the proceeds 
with respect to the mortgage are ac- 
tually paid directly to the mortgagee. 

There is a split of authority as to 
whether tax can be deferred under Sec- 
tion 1033 providing for non-recognition 
of gain where the proceeds are rein- 
vested in like property. If the mort- 
gagor is personally liable the mortgage 
is included in the amount realized and 
an amount equal thereto must be re- 
invested. In construing IRC (1939) Sec- 
tion 112(f) the Regulations state that the 
same result follows even where the mort- 
gagor is not personally liable on the 
mortgage. The Court of Appeals for 
the Second Circuit held that the same 
rule applied even though the mortgagor 
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had no personal liability, and thus, 
where a part of the proceeds passed to 
the mortgagee and were therefore not 
reinvested by the mortgagor in like 
property, IRC (1939) Section 112(f) was 
held not to apply and gain was recog- 
nized. (Fortee Properties, Inc., 211 F.2d 
915, CA-2, 1934, cert. den. 348 US. 
826, 1955). The Ninth Circuit and the 
Tax Court have refused to follow this 
rule in the case where there was no per- 
sonal liability upon the part of the 
mortgagor, holding that in this situation 
the mortgagor does not “receive” the 
sums paid to the mortgagee and that the 
involuntary conversion provisions apply 
if the mortgagor reinvests all of the 
funds that he actually receives. (Bab- 
cock, 259 F.2d 689, CA-9, 1958, aff’g 28 
TC 781. While Section 1033 of the 
present Code does away with the re- 
quirement that the proceeds must be 
traced into the new property, the issue 
above presented could still arise where 
the cost of the replacement property is 
less than the total amount paid to the 
mortgagor and the mortgagees. For ex- 
ample, assume a payment on condemna- 
tion of $50,000 to the mortgagor and a 
payment of $25,000 to the mortgagee; 
mortgagor not personally liable on mort- 
gage; mortgagor then purchases like 
property for $50,000. Query: Has mort- 
gagor realized gain to extent of $25,000? 
The Regulations and Fortee case say yes; 
the rule could be otherwise under the 
Babcock case. 
Negative equities 

If the fair market value of the prop- 
the 
it seems strange indeed that any gain 


erty decreases below encumbrance 
could be realized from a disposition of 
the property. This point troubled the 
Court in the Crane case sufficiently to 
cause it to reserve the question. The 
Court avoided its becoming an issue in 
the case by assuming the fair market 
value of the property at least equalled 
the encumbrance. The Court need not 
have been so concerned since if it had 
followed its theory of a disposition of 
the property to its logical conclusion it 
would have been compelled to hold 
that market 
material to a determination of whether 


the fair value was im- 


the taxpayer realized gain. In fact, the 


Court could have relied on an earlier 


decision so holding (Lutz & Schramm 
Co., 1 TC 682, 1943, non-acq.). In sev- 
eral decisions subsequent to the Crane 
the 


the question and have rejected the im- 


case lower courts have considered 
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plication of the Crane dicta that the 
gain would be limited by the excess of 
fair market value over basis (Woodsam 
Associates, Inc., 198 F.2d 357, CA-2 
1952); (Mendham Corp., 9 TC 320, 
1947). Although the question cannot be 
deemed to have been completely settled, 
in view of the decisions to date, it would 
appear that the gain will be measured 
by the difference between the basis and 
the amount of the encumbrance with- 
out regard to the fair market value of 
the property. Caution dictates that any 
taxpayer in this position should be so 
advised prior to his making a disposi- 
tion of the property. 


Exchanges under 1031 


Under IRC Section 1031 transfers of 
property held for productive use in a 
trade or business, or for investment, are 
not taxable when exchanged for prop- 
erty of like kind. If, however, in addi- 
tion to the property of like kind the 
taxpayer receives “money or other prop- 
erty” gain is recognized to the extent of 
such boot. Although the statute itself is 
silent as to whether an encumbrance on 
the property exchanged gives rise to 
boot, the cases and rulings have con- 
sistently so held. The Regulations on 
the 1954 Code have now 
adopted this position. It is not material 
whether the transferee assumes the mort- 


expressly 


gage or merely takes the property sub- 
ject nor does the 
liability of the transferor appear im- 
portant. The gain is reduced, however, 
by any mortgage on the property re- 
ceived; again, it is not material whether 
this mortgage is assumed or not. 

These rules apply equally to all ex- 
changes of mortgaged property whether 


thereto, personal 


the mortgage exceeds the basis of the 
property transferred or not. No special 
rules exist for mortgages in excess of 
basis since any mortgage is considered 
as boot for the purpose of determining 
whether gain should be recognized. 


Section 357 


The rule that the assumption of, or 
the transfer of property subject to, a 
mortgage in the of 
“money or other property” by the trans- 


results receipt 
feror was held to apply to transfers to 
a corporation which would otherwise 
have taxfree. The effect of this 
rule was to impose a tax on many cor- 


been 


porate reorganizations and transfers to 
corporations and to 
defeat the purpose of the nonrecogni- 
tion provisions of the statute govern- 


controlled thus 





ing these types of transfers. To avoid 
this result Congress enacted IRC (1939) 
Section 112(k) which provided that in 
certain otherwise taxfree transfers under 
Section 112, the transfer of property 
subject to an encumbrance would not 
result in the receipt of boot by the trans- 
feror. This provision has been carried 
over into the present Code as Section 
357. However, the 1954 Code added 
Section 357 (c) which imposes the limita- 
tion that in certain exchanges the as- 
sumption of a mortgage which exceeds 
the basis for the property will result in 
gain to the extent of such excess. This 
limitation extends to exchanges to which 
Section 351 applies or to which Section 
361 applies by reason of a Section 368 
(a)(1)(D) reorganization. 

It is important to note the exact 
language of Section 357(c). In the event 
that more than one piece of property is 
transferred, the gain is measured not on 
each item of property transferred but 
rather is computed as the amount by 
which the total of the liabilities assumed 
(and/or to which the transferred prop- 
erties are subject) exceeds the com- 
bined basis of the properties transferred. 
Thus, no gain may be recognized, or 
the amount of gain may be decreased 
by including in the transfer other prop- 
erties which either are not encumbered 
or are encumbered in an amount less 
than their basis. 

Section 357 expressly provides that the 
gain shall be considered as resulting 
from the sale or exchange of a capital 
or non-capital asset, as the case may be. 
The Regulations further provide a 
guide for apportioning the gain be- 
tween the capital and non-capital assets. 
The apportionment is based on the ratio 
of the sum of the fair market values of 
the capital assets to the sum of the fair 
market values of the non-capital assets 
transferred. Note that again the compu- 
tation is made on the basis of total 
values and not item by item. A similar 
formula is used to determine between 
long term and short term capital gain. 

Since gain is recognized in the ex- 
change by reason of the excess liabilities, 
substitution of basis cannot be applied 
and an adjustment is required in order 
to determine the transferor’s basis for 
the property received. Section 358 of 
the Code establishes the rule that the 
basis for the property received pursuant 
to an exchange to which Section 357(¢) 
applies is the basis for the property 
transferred decreased by the money or 
other property received (including the 
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yoid | encumbrance on the property _ trans- 
939) | ferred) and increased by the gain recog- 
t in | nized. In illustrating this Section the 
ider | Regulations pose an example which re- 
erty | sults in a zero basis. If the result ad- 
not | vocated by the Regulations is proper, 
rans- | in the example posed it appears the 
‘ried | taxpayer may pay what is in effect a 
‘tion | double tax. First, he will pay a tax on 
ided | the exchange measured by the excess 
nita- | of the encumbrance over basis and 
2 gs. | second, upon a later sale of this stock 
seeds | or liquidation of the corporation, he 
It in | will again pay a tax on this same amount 
This | since his basis for the stock is zero and 
hich | thus the tax is computed on the full 
ction | amount received. If, however, the tax- 
. 368 | payer had first paid off the mortgage, or 
decreased it to an amount equal to or 
exact | less than his basis, there would have 
event | been no tax on the exchange and fur- 
rty is } ther he would have had a substituted 
ot on | basis for the stock received. Therefore, 
1 but | before a transaction of this type is con- 
at by | cluded the facts of the particular mat- 
umed | ter should be determined and the ad- 
prop intage to the transferor of relief from 
com- |the payment of the mortgage weighed 
erred. | against the disadvantage of the total tax 
d. or |impact resulting from the exchange. 
reased |. 
sop Gifts of encumbered property 
cr , rhe basis of property in the hands 
tt less | of the donee is generally a substituted 
basis, and thus any gain due to a value 
at the |above basis is deferred pending a sub- 
ulting }sequent disposition of the property by 
apital | th donee in a tax realizing transaction. 
ay be Does a different result obtain if the 
ide a |property is encumbered with a mort- 
mn be lsage which exceeds the donor’s basis at 
assets. |e time of the gift? The inquiry ac- 
e ratio }Wally is twofold: first, is the gift itself 
lues of tax-realizing disposition and, second, 
he fair | does the assumption or payment of the 
assets | Mortgage by the donee result in income 
compu \to the donor. The first point may be 
f total |auswered in the negative; no tax re- 
similar its either to the donor or the donee 
etween | °y reason of the gift itself. The second 
| gain. | Point has not as yet been clearly settled. 
the ex- | [he only reported authority directly on 
bilities, |“¢ point is the case of Herff v. Roun- 
applied tree (140 F. Supp. 1063, DC Tenn. ap- 
n order |Peal dismissed; 249 F.2d 958, CA-6, 
asis fot } 952) wherein the taxpayer contributed 
358 of |emcumbered property to a charity sub- 
hat the | /¢ct to the mortgage and reserving a life 
ursuant State. The charity did not assume the 
1 357(c) | Mortgage, but subsequently paid it off 
yroperty |" ith money received from the taxpayer 
oney or}*S donations. The court held that the 
ling the}“@Xpayer had realized income from the 
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be: 
Tax savings from contribution 


follows: 
Money received tax free from loan 
Tax savings from contribution: 
Value of property 
Less: Amount of mortgage 


Net gift 


Tax savings (60% of $10,000) 


Net spendable dollars 


Sales price 


Loan proceeds (tax free) 

Tax Savings from gift: 
Value of property 
Less mortgage 


Net gift 


Net spendable dollars 





EXHIBIT I:—Gifts to Charity. 


Assume Donor owns property worth $25,000; Donor’s basis is $10,000; 
Donor can borrow $15,000 on property and is in 60% bracket. 

A charitable donation of unencumbered property would result in a de- 
duction of $25,000 and a “tax savings” of 60% of $25,000 or $15,000. 

If the Donor first sold the property and made a $25,000 cash contribu- 
tion, his “tax savings” would be reduced by the taxable gain resulting from 
the sale. Assuming long term capital gain treatment, the computation would 


Less: Tax on gain (25% of $15,000) 


Net tax savings and net spendable dollars 


If the Donor first borrows $15,000 on the property and makes the gift 
subject to the mortgage, his spendable dollars would be $21,000 computed as 


If enough can be borrowed on the property the Donor might even make 
money from the gift. Assume the property will carry a $20,000 mortgage: 
(1) Net spendable dollars from a sale of the property: 
Less: Taxes on gain from sale 


Net spendable dollars, no gift made 


(2) Net spendable dollars from a gift: 
) I g 


Tax savings (60% of $5,000) 


$15,000 
3,750 


$11,250 


$15,000 
$25,000 
15,000 
$10,000 
6,000 


$21,000 


$25,000 
3,750 


$21,250 


$20,000 
$25,000 
20,000 
$ 5,000 
3,000 


$23,000 








discharge of the mortgage to the extent 
the value of the retained life estate bore 
to the value of the whole property. The 
case was decided on the theory of debt 
cancellation and thus the taxpayer was 
held to have realized ordinary income 
even though the property was a capital 
asset. The importance of the decision, 
however, lies in the holding that the 
donor’s tax liability was limited to the 
portion of the discharge of the mort- 
gage resulting to his economic benefit 
even though he was personally liable 
on the mortgage and the payment there- 
of by the donee extinguished the entire 


debt. Carrying the holding of this case 
to its logical conclusion, it would fol-- 
low that if the donor retains no interest 
in the property he would not realize any 
income upon the payment of the mort- 
gage by the donee. By way of analogy, 
support for this view is provided by 
the cases involving gifts on encumbered 
property to trusts. It should be further 
noted that the donor in the Herff case 
was personally liable on the mortgage. 
It would seem, a fortiori, that a donor 
without personal liability could not be 
said to have realized income from the 
payment of the mortgage since there is 
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no debt of his to be discharged and this 
would be true even though the donor 
retained an interest in the property. 

Given a proper situation, an applica- 
tion of the holding in the Herff case 
could result in benefit to a taxpayer in- 
terested in making gifts either of a 
charitable or noncharitable nature since 
it permits the donor to retain the pro- 
ceeds of a loan without tax effect to him- 
self. Exhibit I illustrates possible bene- 
fits to a donor by the making of gifts of 
encumbered property. 


Non-charitable gifts 


Assume a Donor in the 75% bracket 
who owns property worth $50,000; basis 
is $20,000; property is income produc- 
ing and will carry a $30,000 mortgage. 
Donor has two children who are in the 
25% bracket to whom he wishes to make 
gifts of $10,000 each. If the Donor en- 
cumbers the property for $30,000 and 
then makes a gift thereof, he has: (a) 
Accomplished his desires; (b) Acquired 
$30,000 tax-free for himself; (c) Ar- 
ranged to have the mortgage paid off 
with 75c dollars rather than 25c dollars 
by shifting the income from the prop- 
erty to the children; (d) Effectively re- 
duced the combined tax load payable 
by all parties compared to what would 
have been paid had he retained the 
property and made a $20,000 gift from 
monies which would have remained to 
him after he had paid a tax thereon at 
his bracket. 
until there is further 
on this point it would seem 


However, au- 
thority 
advisable to move cautiously since the 
attacked on 
several grounds. The decision of the 
Herff case may not be upheld and the 
entire payment of the mortgage might 


transfer may .be any of 


be deemed to be income resulting from 
the cancellation of an indebtedness. Or 
the position may be taken that the 
transfer is in part a sale and in part 
a gift; that is, that the transfer of the 
property subject to the mortgage is a 
transfer for a consideration to that ex- 
tent and a gift of the balance. If this 
latter theory were to be adopted the 
realization of the gain would result from 
a disposition of the property and not 
from the subsequent payment of the 
mortgage. The tax effect would then be 
determined under the rules established 
by the Crane case. The difficulty with 
this theory is that the donor has not 
made the type of disposition which is 
considered to be a taxable event under 
the Code and the mere fact that he has 
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in the past borrowed money which he 
may have used to his benefit should not 
alter the result. From an economic 
viewpoint, the donee is substituted in 
the place of the donor and must pay the 
mortgage to enjoy the property. Under 
the general rule with respect to gifts, it 
would not appear that the donee could 
claim a step up in basis and thus if he 
disposes of the property he will realize 
gain to the extent the mortgage exceeds 
basis. Any tax benefit resulting to the 
donor comes about by reason of the 
difference in tax rates between the 
donor and donee, or by reason of the 
deduction permitted with respect to 
gifts to charity, and not by reason of 
any escape from tax of any moneys 
realized by the donor and donee, as a 
unit, from the encumbering and/or dis- 
position of the property. Nevertheless, 
it should be anticipated that gifts of 
low basis encumbered property will be 
closely scrutinized and are subject to 
possible disallowance by the Internal 
Revenue Service, and since the author- 
ity to date is not sufficient to permit the 
statement of a definite rule, the tax- 
payer should carefully weigh the pos- 
sible benefits against the costs of being 
called upon to sustain his position. 


Conclusion 

There is always a danger in attempt- 
ing to lay down broad rules in the tax 
field, but if any generalized rules can 
be drawn with respect to mortgages 
which exceed the basis of the mortgaged 
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property they would be as follows: Mo 

1. The mortgaging of the property,) jig 
even in an amount which exceeds the} pei 
basis thereof, does not result in the} ang 
realization of income nor the imposi-} ¢jy¢ 
tion of a tax. afte 

2. The disposition of property mort-| tim, 
gaged in excess of basis will result ina} shat 
realization of gain in the amount by; he 
which the mortgage exceeds the basis of | 5.44 
the property. Ame 

3. The foregoing rule applies even to} that 
an exchange which would otherwise be} 7 
taxfree under the Code. i 

4. Further, where the property is a} out 
capital asset, the type of disposition may dud 
influence whether the gain is to be} the 
taxed as capital gain or at ordinary in-| «coy 
come rates. This follows from the rule} fo, . 
that not every disposition is a “sale or} ture 
exchange” merely because gain results| soy 
therefrom, and that capital gain treat-] tion 
ment is accorded only upon a “‘sale or! cussi 
exchange” of the property. | and 
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The IRS campaign to tax all prepaid income on receipt, foreseen by Mr. Heffern| ferral 


in an article in this Journal in October 1958 (9 JTAX 202), has been succeeding in| 


the Tax Court and some Circuits. But Mr. Heffern, in this analysis of the current Bressn 


status of the controversy, holds firm to the belief that when the Supreme Court ts 


presented squarely with the issue, it will adhere to its first narrow formulation of 


the claim-of-right doctrine now so widely 


2. victory for rational tax ac- 
counting was scored in Bressner 
Radio (267 F.2d 520). The Second Cir- 
cuit not only upheld this particular tax- 
payer’s eminently fair system of de- 
ferring prepaid television service con- 
tract fees, it reviewed and analyzed near- 
ly all of the leading cases on prepaid 


authority available to date it appears} pres, 
that gifts of property subject to a mort- “T 
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not fall within the above enumerated) proa 
rules and that no income tax incident) conc, 
accompanies the making of the gift. Nor regar 
does the payment of the mortgage by ceipt, 
the donee result in a realization of inf} shat 
come to the donor unless the donor ref [Secti 
tains an interest in the property. If this) qeaji 
be true a taxpayer may realize a sub- Ed.) : 
stantial benefit from the gifting of low) Cour 
basis encumbered property. ®} stand: 
in de 
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income and claim of right, starting eye, 
with Anderson (269 U.S. 422) and second 
North American Oil Consolidated (286 Supren 
U.S. 417) and ending with Automobild countiy 
Club of Michigan (353 U.S. 180). For th9 gem, 
first time, to the best of my knowledge] the say 
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Moore in discussing North American 
said: “The court [in North American] 
held only that money that was earned 
and held under a claim of right was in- 
cludible in the year of receipt.” Time 
after time this case has been cited and 
time after time the fact has been ignored 
that the case involved earned income. 
The Second Circuit Bressner opinion 
makes it very clear that the North 
American case is authority only for 
that. 

rhe Bressner opinion then went on 
to Brown (291 U.S. 193) and pointed 
out that the Board of Tax Appeals con- 
cluded that there was no proof that 
the items of income there in question 
“contain any element of compensation 
for services to be rendered in the fu- 
ture years”; consequently, there was no 
showing that the commissions in ques- 
tion were not in fact earned. After dis- 
cussing others of the usually cited cases 
and underlining the fact that they did 
not deal with unearned receipts the 
Bressner opinion stated; 

“Therefore there is no basis whatever 
in the cited cases for the Commissioner’s 
broad assertion that for tax purposes, 
concededly unearned receipts must be 
regarded as income in the year of re- 
ceipt, and there is nothing to indicate 
that in construing Sections 41 and 42 
Section 441 and 446 of the 1954 Code, 
dealing with methods of accounting.— 
Ed.| and their predecessors the Supreme 
Court has generally departed from the 
standard of sound accounting practice 
in determining what methods are au- 
thorized under Section 41... . 


” 


Methods of deferral 


In dealing with the obstacle presented 
by the Supreme Court’s Automobile 
Club of Michigan decision the Bressner 
opinion took the position that the de- 
ferral of prepaid dues was denied in 
futo Club for the reason that the tax- 
payer’s method was not realistic. The 
Bressner court thought it was apparent 
that the Supreme Court assumed that a 
realistic deferral would have been per- 
missible. In effect, that the amounts de- 
lerred by the Auto Club should proper- 
\ly have been treated as already earned 
The 
Second Circuit obviously agrees with the 
Supreme Court that the Auto Club ac- 
counting and it 
seems fair to conclude would arrive at 
the same answer if it were dealing with 
facts. In fact, Second Cii- 
uit’s Bressner decision, to my way of 


ven under an _ accrual system. 


methods were 


poor 


the 


thinking, is a hard headed, practical de- 
cision and one well worth reading, 
studying and understanding because I 
believe the Supreme Court, given similar 
facts, would reach the same conclusion. 
Perhaps, the Commissioner felt the same 
way since he did not recommend certi- 
orari! 


Another Tax Court reversal 


The very next day after the Bressner 
decision was handed down, the Second 
Circuit in Bayshore Gardens, Inc. (267 
F.2d 55) reversed 30 TC 1292, with three 
different judges sitting. That case in- 
volved amortization of a premium re- 
ceived on a long-term mortgage loan 
over the term of the loan. The Com- 
missioner argued claim of right and 
taxability upon receipt. The Second Cir- 
cuit sustained the right of the taxpayer 
to spread the income. Incidentally, the 
Internal Revenue Service has announced 
that it will follow this decision. 


Tax Court stands firm 

Following these two Second Circuit 
decisions upholding deferral of income 
the Tax Court decided Automobile Club 
of New York (32 TC No. 79) in which 
the majority adhered to the position 
that the claim of right doctrine does 
preclude deferral of prepaid income, 
though there were several vigorous dis- 
sents. These opinions highlight the al- 
most complete confusion which exists 
in the area of deferred income. As the 
title indicates, this 
automobile club and the facts were simi- 
lar to Automobile Club of Michigan. 
It would have been an easy matter to 


case involved an 


dispose of the proceeding by merely 
relying on Automobile Club of Michi- 
gan. Instead, the majority of the Tax 
Court chose to explain its position and 
a minority of one chose to argue it out 
with the majority. In addition, there 
were two separate opinions concurring 
with the majority. A football writer 
might well say that this is an example 
of hard-nosed opinion writing. 

The majority opinion made the point, 
vigorously contested in the dissent which 
we shall consider later, that the claim of 
right doctrine is applicable to prepaid 
income and to accrual basis taxpayers. 
To quote from the majority opinion— 
“This Court has consistently held that 
the Commissioner has authority to re- 
quire that prepaid income be reported 
no later than the year in which it is 
received, provided such income is sub- 
ject to unrestricted use by the taxpayer. 
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[Mr. Heffern is a partner in the Buffalo, 
New York law firm of Albrecht, Ma- 
guire, Heffern & Gregg. He is also a 
Certified Public Accountant.] 





This rule applies to taxpayers on an 
accrual basis as well as to those on the 
cash basis; it applies even though the 
income may in a sense be regarded as 
‘earned’ in a year subsequent to the 
year of receipt, and even though some 
systems of accounting in the business 
world may recognize deferral in such 
circumstances.” But, more to the point, 
in fact directly to the point, is this ex- 
cerpt: “An item of income cannot accrue 
for tax purposes after it has in fact been 
received subject to the unrestricted use 
of the taxpayer. Income may accrue 
prior to receipt but not subsequent 
thereto.” So, to the majority of the 
Court, the word “earned” cannot enter 
into a determination of when an accrual 
basis taxpayer is to be taxed. 

Judge Pierce, in a dissent has two 
major faults to find with the court’s 
opinion. One is whether or not the Tax 
Court must follow the court of appeals 
for a particular circuit if the Tax 
Court’s decision is subject to review by 
the particular circuit. This is a subject 
all by itself and will not be discussed 
here. The second, however, is exactly 
what we are talking about and Judge 
Pierce puts the question this way— 
“Whether, under the accrual method of 
accounting, amounts received in one 
taxable year which are admittedly the 
price of services to be performed in 
future years, must as a matter of law 
be included in taxable income only in 
the year 


advance 


when received; or whether 


such when 


handled in accordance with sound busi- 


payments may, 
ness accounting principles, be accounted 
for in the respective years when earned.” 
He states that the position taken by 
the court appears to be out of har- 
mony with the weight and trend of 
courts of appeals authority, that the 
court has relied a so-called “estab- 
lished rule” which it has applied abso- 
lutely and inflexibly. He demonstrates 
that this rule is, in substance, an appli- 
cation of the claim-of-right doctrine to 
the accrual method of accounting. 


on 


He then points out some principles 
which must the various 
courts of appeals’ decisions. I'll men- 


emerge from 
tion only two because they are specific. 
The first is that the claim-of-right doc- 
trine has no proper application to the 
problem of determining when advance 
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payments of undisputed income should 
be subject to tax. The second is that 
any rule which requires the advance 
payments for future services to be ac- 
crued in their entirety solely in the year 
of receipt, places undue emphasis on 
receipt; and in effect compels use of a 
hybrid system, part cash and part accrual 
which may not clearly reflect income. 
The first principle is without any 
question, correctly stated, the claim-of- 
right doctrine has to do with disputed 
income only, and it should not be used 
in dealing with undisputed income. The 
second is not as susceptible of exact 
proof but it undoubtedly is a reasonable 
conclusion. As Judge Pierce sees it, if 
the Tax Court fall back on 
claim of right, as it should not, it is 


cannot 


forcing a hybrid system which does not 
correctly reflect income and should re- 
treat from its inflexible position. 


Dance studio fees 

In its next deferral-of-income case, the 
Tax Court did not reargue its theory. 
Schlude (32 TC No. 124) involved an 
Arthur Murray Dance Studio. Students 
made down payments and the balance 
in installments, sometimes giving a note 
for the unpaid balance. The taxpayer 
prorated the contract price based on the 
number of lessons taught during the 
year. The Tax Court decided in favor 
of the Commissioner holding that the 
full contract price was income in the 
year when the contract was executed on 
the authority of Andrews (23 TC 1026) 
and little else. 

Andrews was a 1955 case and is opin- 
ion was one of the earlier expositions 
by the Tax Court of its strict claim-of- 
right position. Judge Pierce wrote a 
dissenting opinion in Schlude reiterat- 
ing what he said in the Automobile Club 
of New York case. Judges Train and 
Drennen also dissented but not for the 
same reasons as Judge Pierce. They 
were disturbed by the fact that the in- 
fees for 


come sought to be deferred, 


lessons, had not all been collected. 
While these dissenters could accept the 
application of claim-of-right to a note, 
its application to a mere open account 
receivable was, they thought, improper, 
and therefore reliance on the Andrews 


case was misplaced. 


Is Tax Court retreating? 

The latest in the series of Tax Court 
cases on this issue raises the hope that 
the Tax Court may be changing its posi- 
tion. 
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In Streight Radio and Television (33 
TC No. 15) the question was similar 
to that presented by Bressner since it 
involved charges for television service 
contracts. The Tax Court was able to 
decide against the taxpayer by conclud- 
ing that the Commissioner had not 
abused his discretion in determining 
that deferral of the service income did 
not clearly reflect income. For this rea- 
son the court distinguished the Bressner 
case. The court also decided against the 
taxpayer on its claim that if the income 
was taxable in the. year of receipt tax- 
payer was entitled to a deduction for 
expenses expected to arise from its 
liability to render future services. The 
court reasoned that the taxpayer failed 
to prove that all the events fixing 
liability and the amount thereof oc- 
curred within the taxable year. There 
was no dissent in this case. 

Perhaps the Tax Court has found a 
way around Bressner and other Courts 
of Appeals decisions in confining its de- 
cision to failure to clearly reflect in- 
come. Streight arose in the Seventh Cir- 
cuit and it is not yet known whether the 
decision will be appealed. The Tax 
Court in this latest case apparently has 
from the 
argument, but it has not given up its 


backed away claim-of-right 
position on unearned income; it said 
that 
itself with the fine question of whether 


items have been ‘earned’ in the account- 


“Tax accounting does not concern 
Ing sense... .° 


Conclusion 
The 
mildly, -in 


whole situation is, to put it 
need of clarification. We 
know, or think we know, the general 
feeling of the Tax Court and we cer- 
tainly know the feeling of the Commis- 
sioner. We know how some circuit courts 
feel 
pression from the Supreme Court. We 
seem to need either that, or legislation, 
the Tax Court as a 
body apparently will feel itself bound 


but we have not had a clear ex- 


because national 
by a Supreme Court decision only. 
While there is some hope in the latest 
Tax Court case that the most extreme 
claim-of-right doctrine is on the wane, 
the argu- 
ment, quite persuasive to the courts, and 


Commissioner has another 
that is his power, when an accounting 
method does not clearly reflect inccme, 
to acquire the use of one that in his 
opinion does. [See “Who Determines 
Whether an Accounting System Clear- 
ly Reflects Taxable Income?” 11]TAX 
79.—Ed.} 





And, underlying all these cases is an N 
issue that has been hardly discussed at } Com 
all—if taxpayers are required to include | willi 
advance payments or advance billings | in ¢ 
in income have they the right to set up | Serv 
a reserve for the costs they will incur in | com 
fulfilling their part of the contract? in 

| ing 
IRS new curb on expense whe 
accounts: employer reports ra 
THIS LATEST MANEUVER in the IRS’ cam- Re 
paign to eliminate expense account | requ 
abuses required the employer to answer | ploye 
specific questions on the face of the re- ment 
turn will bring out into the open ques- | empl 
tionable items frequently, and artfully, | tices 
concealed in the masses of detail a rey- | empl 
enue agent could not possibly check | foun 
through. Indeed, it is quite likely that | the e 
the questions about yachts, hunting the e 
lodges and other rarities is only the } accou 
beginning. The questions are likely to | In 
be expanded in the years to come if the | to T] 
Service finds the technique pays. it col 

Corporate tax returns for 1960 and | tices. 
later years will require information | this s 
about payments designated as compen- } requil 


sation and about expense accounts to : by an 
officers. If there jing tl 
officers, data on only the 25 highest § ¢xpen 
paid will be required. Similar 
will be required on the partnership re- 
turn for all partners, including limited }home 
partners. On the individual return in- Jand o 


|New 
and 
THE Q 
account is less than $10,000. [ductio 
In TIR-198, these re- |probat 
quirements the IRS defined an expense |and ]j 
) 


are more than 25 


data § broad 
meals 


formation will be required about the 
proprietor and the five highest paid em- 
ployees, not however, including those 
whose total compensation and expense 


announcing 


account as: tax de 


1. Amounts, other than compensation, Inew b 


received as advances or reimbursements, |wi]] ye; 
and tool in 
2. Amounts paid . . . for expenses in-| The 


curred by or on behalf of an_ officer, |Herbey 


partner, employer or proprietor, in- Jic acc¢ 
cluding all amounts charged through firm of 
any type of credit card. 


No change is made in the present rule 


Their < 
alled 

that an employee who accounts to hiskince 
employer for expenses reimbursed, need prdinar 
not report such expenses and reimburse: Without 





ments on his personal return, unless he flay py, 
is also claiming unreimbursed expenses. eee 
Employees who do not account to theithre kn¢ 
employer are required to report €Xbbout h 
penses and reimbursements on the per 
sonal return, but the IRS says it is not ro 


arr . A pis + nce (lO (on s 
satisfied with the level of compliance ),,'"5.! 
with this rule. obert 8. 


Not only do many employees fail to 


S an 
d at | comply, employers have sometimes been 
lude | Willing to pay employees allowances far 
lings | in excess of expenses. This ruse is, the 
t up Service says, particularly common with 
ir in | commission salesmen. “It is clear that 
> in these cases there is no true account- 
ing to the employer because the em- 
| ployer having no adverse interest, it is 
not concerned whether amounts re- 
ts ported to him are accurate.” 
cam- Revenue agents will henceforth be 
count | required to ascertain whether an em- 
nswer | ployer who pays for travel, entertain- 
1e re- | ment and other business expenses of his 
ques employees uses acceptable business prac- 
‘fully, | tices in requiring an accounting by the 
a rey- | employee. If the employer’s method is 
check | found to be inadequate, the returns of 
» that | the employees will be examined, unless 
inting | the employee has included the expense 
y the | account allowance on his return. 
ely to In the questions and answers relating 
if the | to TIR-198, the Service explained what 
it considered acceptable business prac- 
0 and | tices. “Acceptable business practices in 
nation | this sense would ordinarily comprehend 
mpen- } required written statements submitted 
nts to by an employee to the employer show- 
an 25 ing the business nature and amount of 


highest | expenses he incurred, broken down into 
bd | . . 

- data | broad categories, such as transportation, 

hip re- meals and lodging while away from 


limited | home overnight, entertainment expenses, 


urn in-|and other business expenses.” 
yut the \_. i } 
‘id em (NeW study on “ordinary 


» those and necessary”” expenses 
>xpense |THE QUESTION of whether a claimed de- 
duction is “ordinary and _ necessary” 
probably causes more wrath, frustration, 
expense |and litigation than any other class of 
jtax deficiency. This being the case, a 
new book just published by Ronald* 
will very likely become a handy working 
tool in the hands of many tax men. 


ese re 


nsation 


sements, 


snses In| The authors (William K. Carson and 
| officer, |Herbert Weiner) are both certified pub- 
tor, i! Jic accountants, partners of the national 
through lirm of Touche, Niven, Baily & Smart. 

[heir approach to the subject might be 
sent rule \alled an accountants approach and 
is to hiskince the determination of what is 
ed, need prdinary and necessary cannot be made 


imburse Without taking account of much every- 
unless he flay CPAs of the 
expenses stature and experience of these authors 


, to thei’hre knowledgeable guides in thinking 
sport 


business practice, 


€*fbout how to make such decisions. 


the pe! t Ordinary and Necessary Business Expenses, by 

the , William K. Carson and Herbert Weiner, New 

it 18 NOl¥ork, The Ronald Press Company, 1959, 250 pp., 

liance 10 (on subscription: $8.50; this is one of the 

pM plan trax Practitioners’ Library Series, edited by 
obert S. Holzman). 


A useful part of the book is the 
table of cases, which lists briefly the na- 
ture of the argument, the holding of 
the court, and a brief statement of why 
the court held as it did. We think this 
table will be useful to the tax man try- 
ing to get oriented in a given area; it 
will help pull together without ex- 
haustive research or labor the general 
tone of the applicable cases on a given 
problem. We suspect that many tax 
men could use the table to great ad- 
vantage where the amount involved 
hardly justifies real research. w 


Supreme Court to review 
Cannelton depletion case 


THe SupREME Court, heeding the Govy- 
ernment’s argument that revenue of 
half a billion dollars a year is at stake, 
has granted certiorari in Cannelton 
Sewer Pipe Co. (CA-7, 6/15/59). In com- 
puting percentage depletion on the gross 
income from the property the taxpayer 
used the sales price of its finished prod- 





*Must capitalize depreciation of equip- 
ment for own construction. A taxpayer 
who uses his own equipment to con- 
struct his own capital improvements, 
must treat the depreciation on the 
equipment not as an allowable deduc- 
tion but as cost of the capital improve- 
ments. Of course the depreciation so 
allocated to depreciable improvements 
will be recoverable as part of the de- 
preciation deduction for the improve- 
ments. Rev. Rul. 59-380. 


*Must capitalize sales taxes, insurance, 
cleaning and accounting fees during 
construction. Taxpayer a partnership, 
had a shopping center constructed under 
a cost-plus contract. The contractor paid 
Tennessee sales tax on materials used 
in construction and included these with 
the other costs billed to taxpayer. Tax- 
payer claimed a deduction for the taxes. 
The Tax Court disallows the deduction 
and requires the sales taxes to be capi- 
talized. The court points out that gen- 
erally a taxpayer may deduct a tax only 
if it is imposed upon him. Here, the tax 
was imposed on the retailer who sold 
the materials to the contractor. The 
court also notes that although a con- 
sumer may deduct a sales tax paid where 
it is separately stated, it may not be de- 
ducted as a tax if it is paid in connec- 


New accounting decisions this month 
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ucts—vitrified sewer pipe and related 
items and was upheld by the District 
Court, (Southern District Indiana, 6/ 
Court, (Southern District Ind., 6/25/58). 

The Justice Department says that 
this is one of the important cases in re- 
cent years and that several hundred 
cases on this issue are pending. 

The IRS has taken the position that 
in Indiana in the area of the taxpayer's 
plant there was a market for raw fire 
clay and shale and these were taxpayer's 
first commercially marketable products, 
despite the fact that taxpayer could not 
sell its products at those prices at a 
profit. The courts agreed the first com- 
mercially marketable mineral product 
is the first that can be sold at a profit. 

Also involved in this case is the IRS 
“least processing” theory, argued in the 
alternative and rejected by the courts, 
that depletion should be based on a 
figure not in excess of the value of a 
cheaper product which taxpayer could 
produce (though it did not) and sell at 
a profit. vr 





tion with taxpayer’s trade or business. 
The deduction 
for accountitng fees. The accounting 
services were limited to an audit of the 
contractor's 


court also disallows a 


invoices and the 


prepara- 
tion of property schedules for purposes 
of computing The ac- 
countants did not set up or maintain 
the partnership books and records. The 
court concludes that the costs of these 
services were part of the construction 
costs and should be capitalized. 

Finally, the court requires the capitali- 
zation of cleaning costs paid to the con- 
tractor to get the shopping center ready 
for its opening and fire insurance on 
the buildings during construction. The 
court again concludes that these are 
part of construction costs. The court 
allows a deduction for an amount paid 
for a survey 


depreciation. 


in connec- 
tion with a futile attempt to obtain 
permanent financing. Shainberg, 33 TC 
No. 28. 


of the center 


*Interest deduction denied on loans to 
carry “savings bonds.” Under a plan 
advertised by the Sam Houston Life In- 
surance Co., annuity savings bonds pro- 
viding for a 2.5% interest factor re- 
flected in increasing maturity values 
could be purchased for a down payment 
of $100 per $100,000 bond. The balance 
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of the purchase price was lent by the 
insurance company at 3.5% interest. 
The attraction of this plan was that the 
appreciation would be, it was hoped, 
taxed as capital gain while the interest 
payment would, also hopefully, con- 
stitute an ordinary deduction. How- 
ever, the district court found the loan 
was a sham since there could be no 
profit apart from the tax saving. It 
denied a deduction for the interest. ‘This 
court affirming, follows Emmons and 
Weller, (270 F.2d 194) decided together 
by the Third Circuit; to the contrary, 
Bond, (258 F.2d 577) in the Fifth Cir- 
cuit, upheld the taxpayer in a similar 
situation. Knetsch, CA-9, 11/16/59. 


Commission paid to state official held 
deductible [Acquiescence]. Taxpayer 
bought real estate from the State of 
Missouri and later sold it at a sub- 
stantial profit. He made a payment to 
the State Land Commissioner who was 
also a licensed real estate operator and 
claimed a deduction for it. The Tax 
Court allowed the saying 
that the Government had failed to prove 
that the payment was illegal or against 
the public policy of the State. Hoover, 
32 TC No. 55 acq., IRB 1959-48. 


deduction 


Cash expenses denied on failure to dis- 
close payee; other minor business gifts 
are allowed [Acquiescence]. Alleged cash 
expenses for advertising, travel and en- 
tertainment had been disallowed by the 
Commissioner. At trial the 
testified that the sums had been spent 


taxpayer 


but refused cross examination to 
divulge the identity of the decipients 
of the alleged payments. Accordingly, 
the Tax Court held taxpayer failed to 
establish his right to the deductions of 
cash payments; gifts of furniture 
customers, having been proved, were 
allowed. Rosenstein, 32 TC 230, acq., 


IRB 1959-47. 


on 


to 


Cost of clearing path on tract a capital 
expenditure; expense of lumber opera- 
tions allowed. Taxpayer purchased a 
tract of 150 acres of wooded land for- 
merly used as a camp. He alleged that 
his sole purpose in purchasing the prop- 
erty was to remove the timber and then 
sell the land. The record showed how- 
ever that after cutting a path through 
the property at a cost of $1400 to ob- 
tain access to seven dilapidated build- 
ings, taxpayer demolished five of the 
buildings and restored two others to 
“insurable conditions” by using lumber 
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and trees on the property. The court 
holds the expenditure for clearing a 
path through the property could not be 
expensed as a cost of lumber operations, 
but that it represented a nondeductible 
capital expenditure. The court also finds 
that taxpayer did conduct some lumber 
operations on the property, and did not 
as the Commissioner alleged, plan to 
use the lumber produced for the con- 
struction of summer cottages with the 
ultimate intent of converting the prop- 
erty into a summer resort. Accordingly, 
by application of the Cohan rule, the 
court allows taxpayer to deduct expenses 
pertaining to the lumber operation. 
Albob Holding Corp., TCM 1959-186. 


Federal UE and SS on construction 
wages may be expected [Old law] [Ac- 
quiescence]. The Code disallows the de- 
duction of “amounts paid or accrued 
for such taxes and carrying charges. . . 
as, under Regulations prescribed by the 
Commissoner . are chargeable to 
capital, if the taxpayer elects.” The 
Commissioner here argued that Federal 
unemployment and social security taxes 
on wages of construction workers were 
properly chargeable to capital and no 
deduction is allowable. However, during 
the years here involved, the Regulations 
on the 1939 Code specifically provided 
that taxes measured by compensation 
for construction of a capital asset may 
be either capitalized or deducted at the 
option of the taxpayer. The court noted 
that the validity of this Regulation was 
not questioned by the taxpayer and that 
in any event it appeared to be a reason- 
able interpretation of the law. Since 
taxpayer did not elect to capitalize, he 
should be allowed the deduction. [The 
Regulations on the 1954 Code provide 
that Federal social security and UI tax 
on wages for the construction or acqui- 
sition of a capital asset must be capital- 
ized.—Ed.| Stout, 31 TC 1199, acq., IRB 
1959-48. 


Can deduct special assessment for local 
street repair. Taxpayer paid local spe- 
cial assessments to resurface streets from 
which steel rails had been removed after 
a street railway was discontinued. The 
assessments were also used to repair and 
replace existing gutters, curbs and sur- 
face, but not for widening or lengthen- 
ing. The court allows the deduction. 
The evidence clearly shows the assess- 
ments did not increase the value of the 
property assessed. Walker, DC Okla., 
11/10/59. 


Moving house was capital expense. In 
order to make a lease of the property, 
taxpayer moved a house from one part 
of the lot to another part. The court 
holds the expense of moving the house 
was a Capital expenditure deductible 
over the 20-year lease term. But the 
legal fees for negotiating the lease and 
handling some tax matters were cur- 
rently deductible. Rush, DC Ala., 10/ 
27/59. 


Equipment rentals deductible despite 
subsequent purchase. Taxpayer entered 
into contracts with equipment dealers 
leasing 93 items of equipment for terms 
varying in length from seven to 28 
months. On the same day the agree- 
ments were consummated, they were 
assigned by the dealers to a bank. At 
the end of the lease term, 
purchased the equipment upon paying 
the difference between the rent and the 
retail list price at the beginning of} 
the lease period, plus bank finance 
charges. However, there was no option 


taxpayer 





to purchase in the lease agreements. 
The Tax Court held the so-called rentals) 
were installment payments on the pur 
chase price which could be recovered| 
through depreciation. This court re} 
verses. Since taxpayer had no legal right 
to acquire the equipment during the 
lease period, it cannot be said that the 
rental payments gave it an equity inj 
the property. This court attaches little} 
weight to the industry custom to alld] 
the lessee the purchase privilege. West-| 
ern Contracting Corp., CA-8, 11/10/59. 


Counterfeiting partner denied deduc| 
tion for co-partner’s embezzlement. Tax- 
payer turned over $15,000 in cash to} 
another who had boasted of his ability 
to convert $1 bills into $100 bills. Tax- 
payer was to receive back his investment 
together with a share of the profits. Much| 
to taxpayer’s chagrin, his partner ab- 
sconded with the $15,000. Taxpayer 
claimed a $15,000 deduction as a thelt{ 
loss or as a loss in a transaction entered 
into for profit. The Tax Court dis 
allows the deduction on the ground thai 
it would frustrate public policy to allow 
a deduction of a loss resulting from at 
tempted counterfeiting, which is a Fed 
eral crime. The fact that the counter 





**indicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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feiting scheme was abortive does not 
help taxpayer who actively and overtly 
participated in the venture. Richey, Jr., 
33 TC No. 31. 


Soil conservation districts are political 
subdivisions of the state. Soil conserva- 
tion districts created under the laws of 
Colorado are authorized to accept 
grants, services, and materials, and to 
borrow money from any source pro- 
vided they do not pledge the faith and 
credit of the state. The Service holds 
nevertheless they constitute political 
subdivisions of the state since they are 
formed to achieve a recognized public 
purpose. Interest on obligations issued 
by such districts are therefore exclud- 
able from the recipient’s gross income. 
Rev. Rul. 59-373. 

Reservation of oil payment not effective. 
Taxpayer was sole beneficiary and sole 
executor of his father’s estate. In an 
atterapt to split the taxable income 
between himself and the estate, he ar- 
ranged a sale of certain oil leases to 
himself, reserving an oil payment for 
the estate. The probate court approved 
the sale, but this court holds it was a 
sham since, as beneficiary, he had pos- 
of the entire interest in 
leases. Davis, DC Kan., 10/27/59. 


WHEN IS IT INCOME 


Tax Court insists both sales price hold- 
backs and finance charges withheld by 
finance company are income. Taxpayer 
sold its 


session the 


installment 
basis and assigned customer notes to a 
finance company without recourse. The 
finance company withheld a portion of 
the purchase price and also taxpayer's 
portion of the finance charges included 
in the notes and credited both amounts 


products on an 


to a dealer’s reserve account until cer- 
tain occurred. The Tax Court 
rules that the dealer’s reserve is income 
who was on the accrual 
when credited. The court notes 
that here, as in Hansen (360 U.S. 446) 
which it follows, taxpayer had a fixed 
right to the reserve subject only to re- 
duction for customer defaults. The fact 
that the notes were assigned without re- 
course does not affect the result. The 
court points out that in Hines Pontiac, 
(360 U.S. 715) the Supreme Court ap- 
plied the Hansen rule to a _ non-re- 
course assignment. Taxpayer alternative- 
ly argued that the portion of the reserve 
comprised of finance charges allowed to 
taxpayer by the finance company was 


events 


to taxpayer, 


basis, 


not accruable. The court notes that al- 
though this rule was raised in Hansen, 
taxpayer there could not prove the 
amount attributable to finance charges 
as distinguished from holdbacks of the 
purchase price, and the issue therefore 
did not have to be decided by the Su- 
preme Court. However, the court citing 
several decisions in accord including 
Hines Pontiac, and without further dis- 
cussing the issue, holds finance charge 
reserves also accruable. General Gas 
Corp., 33 TC No. 35. 


Receipt could be for license or sale; 
not taxable then. Taxpayer, owner of a 
trade mark had licensed it, for royalties, 
under an agreement giving the user an 
option to buy it for $350,000. The user 
could extend the licensing period for 
another five years upon payment ‘of 
$50,000. This payment would also ex- 
tend the option but at the reduced 
price of $300,000. The user paid tax- 
payer the $50,000 to extend the license 
and the option. Taxpayer seeks to defer 
the reporting of this amount until the 
purchase option either lapses or is exer- 
cised. The Commissioner contends that 
the money was received under a claim 
of right with no restriction as to use, for 
the extension of the license agreement 
and should therefore be reported as 
ordinary income in the year received. 
The Tax Court, although conceding 
that the payment was made, at least 
in part, for the extension, finds that the 
variation in price between the two pur- 
chase options indicates also an intent 
that the $50,000 be applied against the 
purchase price. After noting the diff- 
culty in resolving this issue, the court 
decides that taxpayer may wait until the 
purchase option is exercised or lapses. 
Citing Virginia Iron Coal and Coke Co., 
(37 BTA 195, aff'd. 99 F.2d 919) the 
court stated that such delay is necessary 
in order to determine whether the pay- 
ment is ordinary income or capital gain 
from the sale of the trademark. The Dill 
Co., 33 TC No. 21. 


ACCOUNTING METHODS 


Can’t accrue estimated liabilities for 
unsettled claims. Taxpayer, public trans- 
port company, set up on its books as a 


liability an estimate of the amounts 


which it would have to pay in settle- 
ment for personal injuries and _ prop- 
erty damages arising out of accidents 
during past years in which its employees 
and equipment had been involved. The 
court holds the estimate not accruable, 
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and hence not deductible (for tax pur- 
pose), because liability on the claims 
was unsettled, and not determinable 
within the taxable year with reasonable 
certainty. Milwaukee & Suburban Trans- 
port Corp., TCM 1959-216. 


Disputed taxes accrue when paid. Tax- 
payer paid New York City real-estate 
taxes under protest that the assessments 
were too high; it made the payments to 
avoid penalties and imposition of liens. 
After litigation, it received part of the 
refund it claimed. The taxpayer con- 
tended that the accruals for the real- 
estate-tax year should be limited to the 
amount of liability it admitted in its 
protests for those years, with the bal- 
ance accruable in the year of settlement. 
Pointing out that this identical issue 
had been decided against taxpayer in 
litigation for other years this court 
adopts the 1956 Court of Claims posi- 
tion. That court held that the entire 
tax was deductible when paid; the re- 
funds are income. Though the Dixie 
Pine Products case (320 U.S. 516) denied 
deductibility of a disputed tax, it does 
not control. In Dixie Pine the disputed 
liability was not actually paid. Dixie 
Pine denied a deduction for an expense 
which might never be incurred. Here 
the tax had undoubtedly been incurred. 
Consolidated Edison Co., DC, N. Y., 
10/23/59. 


Commissioner determines cost of sales 
out of bulk purchase. Taxpayer, a part- 
nership, made a bulk purchase of about 
1500 $300,000. 
Taxpayer did not allocate the cost of the 
bulk lot by items and did not maintain 
first taxable 
taxpayer made sales of $363,- 
000 and $92,000 respectively. For its first 
taxable period, taxpayer computed its 
cost of goods sold at about 66% of 


war-surplus parts for 


inventories. In _ its two 


periods 


sales. In the second period, taxpayer 
claimed cost of goods sold of $11,000, 
representing orly certain reworking 
costs. The Commissioner computed the 
cost of goods sold to be about 30% of 
sales, thereby increasing taxpayer's gross 
profit for the two periods by $184,000. 
The that 


had grossly distorted its income and 


Tax Court finds taxpayer 
upholds the Commissioner. The court 
notes that under taxpayer’s method, 
93% of the total merchandise cost was 
charged off although the bulk of the 
merchandise (estimated resale value of 
$650,000) still remained on hand. The 


court points out that the Commis- 
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sioner’s position was not arbitrary since 


he accepted taxpayer’s method but 


merely changed the percentage so that 
income would be 


taxpayer’s clearly 


stated. Taxpayer alternatively argued 
that it should be allowed to fully re- 
cover its cost before reporting any gross 
profit. The court rejects this argument, 
ruling that this result would follow only 
unable to allocate its 
items. The 
rules that this taxpayer could have made 


if taxpayer was 


cost to individual court 
this allocation. [The decision of the 
court affected not only the years here at 
issue but also the later sale by each 
partner of his partnership interest. The 
sale took place before disposition by the 
partnership of the remaining merchan- 
1939 Code 


plicable, the gain on the sale of the part- 


dise. Since the is here ap- 
nership interest would be all capital 
gain, even as to the part of the gain 
which represented appreciated inven- 
tory. Thus if taxpayer had prevailed, a 
substantial amount of ordinary income 
would have been converted to capital 
gain]. Seigle, 33 TC No. 29. 


CAPITAL GAINS 


Real estate deemed held for investment 


[Acquiescence]. A partnership in the 


construction business and one of its 
partners from time to time used excess 
funds to purchase land, usually unde- 
veloped. On the ground that the prop- 
erty was held for investment rather than 
the 


gain treatment to the profits on sale. It 


sale, Tax Court accorded capital 
based its finding on the fact that these 
gains represented a relatively small part 
of the taxpayers’ total income, there 
was no general practice of advertising 
the property for sale, improvements to 
the property were generally insignificant 
and the taxpayers did not subdivide the 
land. Also important was the fact that 
the property was held for periods of 
time ranging from 1 to 27 years. Hoover, 
32 TC No. 55 acq., IRB 1959-48. 


Ordinary income on settlement of anti- 
trust suit. Taxpayer, owner of an elec- 
trical fixture supply company, instituted 
the antitrust laws against 


suit under 


others for loss of profits and injuries to 
taxpayer’s business. The suit was settled 
$32,000, 


$8,000 represented attorney’s fees paid 


out of court for of which 
by taxpayer. Of the remaining $24,000, 
taxpayer reported $8,000 as ordinary 
income for loss of profit and seeks to 
treat $16,000 as received for disposition 


of a capital asset. The Tax Court rules 


February 1960 


that the entire $24,000 is ordinary in- 
come on the ground that it represents a 
recovery for loss of anticipated profits. 
The court is influenced by the fact that 
the settlement agreement did not al- 
the amount as between 
profits and loss of capital. Although the 


locate loss of 
complaint sought damages for injury to 
property and business as well as for loss 
of sales, there was no proof that there 
had been a capital loss or destruction 
of a capital asset, such as goodwill. ‘The 
court distinguishes the facts here from 
cases relied upon by taxpayer where the 
antitrust complaints alleged merely in- 
jury to goodwill and business and dam- 
ages were not sought for loss of profits. 
Freeman, 33 TC No. 37. 


Nurseryman has capital gain on sales 
of scion trees. Taxpayer, in the tree 
nursery business, made potted plants 
through a procedure whereby the limbs 
of scion trees were removed, grafted to 
other roots and the resulting potted 
plants were sold to other nurseries. In 
time, the trees became 
ductive, 


scion unpro- 


whereupon taxpayer either 
destroyed or sold them. The Tax Court 
rules that these trees constitute prop- 
erty held for use in taxpayer’s trade or 
business and, under 1954 Code Section 
1231, their sale gives rise to capital gain. 
The court is influenced by the fact that 
only non-productive scion trees were 
sold, they were not advertised for sale 
and they represented a small part of 
taxpayer’s business. The court however 
holds that sales of certain shrubs re- 
sulted in ordinary income 
payer had not shown that 
held primarily for sale to 
Tesche, 33 TC No. 14. 


since tax- 
they were 


customers, 


Sale of option contract treated as sale 
of land. Taxpayer acquired options to 
purchase certain parcels of real estate 
in New Jersey. The option was in the 
form of a contract of purchase and sale, 
but limited taxpayer’s liability for non- 
performance to forfeiture of the rela- 
tively small deposits. After holding the 
options for a period in excess of six 
months, taxpayer entered into a written 
contract with R. M. Macy & Co. to sell 
the reai estate. The contract provided 
that the conveyances would be made by 
the owners of the parcels directly to 
Macy. The Tax Court held that the 
ultimate transaction anticipated was a 
sale of land, and not a sale of the option 
contracts, so that no part of the gain 
realized by taxpayer qualified as long- 


term capital gain. This court affirms. 
Blick, CA-3, 11/19/59. 


Dealer has capital gain on sale of un- 
improved realty. Taxpayer was able to 
purchase - roadside mountain property 
only by also purchasing inaccessible and 
rear property. 
subdivided, improved and sold individ- 
ual front lots and reported ordinary in- 
come. He also sold parcels of the back 
property and reported capital gain. The 
Tax Court finds that the back property 
was not held primarily for sale to cus- 
tomers and allows capital gain treat- 
ment. The court is moved by the fact 
that the rear property was not improv- 
ed, subdivided or advertised. Mieg, 32 
TC No. 128. 


EXCESS PROFITS 
EPT relief denied Polaroid. The Tax 


undesirable Taxpayer 


Court denies relief to taxpayer who 
argued that the substantial income 
earned from sales of its new Polaroid 


Land camera during Korean War excess 
profit tax years was abnormal. Under 
the Regulations, since the increased in- 
come was caused by the sale of tangible 
property which resulted from research 
and development, it may not qualify as 
abnormal income for excess profit tax 
The that these 
Regulations merely carry out Congres- 
sional intent. Polaroid Corp., 33 TC 
No. 33. 


purposes. court notes 


Abnormal EPT income credit must be 
reduced by related deduction. Taxpayer 
received a refund of excess profit taxes 
together with interest. As a result of the 
refund, income tax deficiencies were 
assessed against taxpayer with interest. 
Although for excess profit tax purposes, 
taxpayer may treat the interest received 
as abnormal income, the Tax Court 
rules that the abnormal 
first be reduced by the interest paid on 
the resulting income tax deficiencies. 
The court, relying on the Code provi- 
sion which requires that abnormal in- 
come be offset by related deductions or 
costs, rules that the interest items here 
are related. Polaroid Corp., 33 TC No. 


33. 


income must 


EPT relief denied laundry. The Tax 
Court denies Section 722 relief to tax- 
payer, a laundry and linen supply busi- 
ness. Taxpayer had failed to show how 
an extensive remodeling program and a 
price war during the base period had re- 
duced its normal base period earnings. 
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Nor was competition from a newly- 
arrived larger firm an unusual and tem- 
porary economic circumstance that de- 
pressed taxpayer’s business during the 
base period. The Natatorium Laundry 
Co., 33 TC No, 23. 


MISCELLANEOUS 


Depreciation on pre-1954 cost of build- 
ings limited to 150% of straight line. 
Taxpayer's shopping center was under 
construction on 12-31-53. Applying the 
1954 Code, the Tax Court 
preciation at the straight line 
rate for the part of the cost incurred 


allows de- 
twice 


ifter 12-31-53. As to costs incurred prior 
to 1954, the court applies the Regula- 
tions, which it finds are not unreason- 
able, and limits taxpayer to 150% of 
straight line depreciation. Shainberg, 33 
rC No. 28. 


Can set depreciation rates on separate 
assets included in shopping center. Tax- 
payer who had had a shopping center 
constructed, segregated on his books the 
costs of the buildings, roofs, floors, wir- 


ing, plumbing 


g, ceilings, air conditioners, 


etc. into 


deter- 
mined a useful life for each group. Tax- 


separate groups, and 
payer then computed depreciation for 
ach group separately. The Tax Court, 
noting that the component method is 
uthorized by the Regulations, upholds 
taxpayer’s method of depreciation. Tax- 
payer is aided by his detailed property 
records and expert testimony as to the 
useful life of the various components. 
finds that the 


Che in 


iseful life are justified because many of 


court variations 


the leases were for only 10 years after 
vhich taxpayer could be expected to 
rehabilitate the premises for new ten- 
nts. The court, however, extended the 


iseful life of tar and gravel roofs from 


to 15 years and finds the useful life 


wooden benches and metal waste re- 
eptacles to be 8 and 5 years respective- 

Finally, the court rules that the cost 
{ planting shrubs and other landscap- 
ng is not depreciable but is to be added 
) the cost of the land. Shainberg, 33 
Cc No. 28. 


IRS says gravel can’t be quartzite; won't 
| follow Bonsal. The IRS announced that 
lit will the the 
District Court for the Western District 
{ North Carolina in W. R. Bonsal Com- 
any (171 F. Supp. 278). Appeal of this 
lecision to the Fourth Circuit has been 
/ authorized by the Solicitor General. The 
| District Court ruled that the taxpayer's 


not follow decision of 


sand and gravel deposit was a quartzite 
deposit entitled to a 15% rate of deple- 
tion. IRS takes the position that sand 
and gravel are size terms and that ma- 
terial of sand and gravel size cannot 
qualify as quartzite. This position was 
recently accepted relative to sand by 
the Third Circuit in South Jersey Sand 
Company (267 F.2d 591). The Court of 
Appeals, in part stated, “all ordinary 
definitions of quartzite and sand stress 
the visible, readily discernible dissimi- 
larities between the two. Quartzite, the 
hard compact rock. Sand, hard small 
grains.” IRS said that it will clarify 
Rev. Rul. 57-584, CB 1957-2, 898, which 
defines quartzite, to eliminate any in- 
ference that gravel size material can 
qualify as quartzite. TIR-183. 


Owner of coal lands gets full depletion; 
strippers had no right. Taxpayers were 
owners of coal lands being strip mined 
by contractors. The question is who is 
entitled to the depletion on deduction, 
the taxpayer or the strippers. Mechan- 
ically the question is whether taxpayer 
must deduct from his gross income from 
the property the payments to the strip 
miners and compute depletion on only 
that net. The court holds that because 
the strip miners are not entitled to de- 
pletion, taxpayer computes depletion on 
its full gross. The strip miners did not 
have an economic interest in the con- 
iract as distinguished from merely an 
economic advantage. They did not have 
the exclusive right to mine the coal and 
had to sell the coal to the owner, ex- 
cept under limited circumstances. Their 
right to payment was not dependent on 
resale the had 
share in the profits from such sales. 


by owner and they no 

The Tax Court had denied taxpayer 
a deduction for the destruction of sur- 
face of land in strip mining as a busi- 
This 


reasonable 


ness expense or as a loss. court 


holds taxpayer may accrue 
estimates of the cost required by State 
law to rehabilitate the stripped prop- 
erty. Taxpayer may claim no loss for 
the diminution of value of adjacent 
land until the property has been dis- 
posed of and the loss realized. Denise 


Coal Co., CA-3, 11/18/59. 


Tax Court rejects “least processing” de- 
pletion theory. Taxpayer owned and 
operated two stone quarries which pro- 
duced crushed and broken stone as well 
as building or dimension stone. The 
Commissioner contended that taxpayer's 


first commercially marketable product 


Tax aspects of accounting + 121 


was either crushed stone or rough uncut 
building stone. Accordingly, he argued, 
taxpayer's gross income from mining for 
purposes of computing percentage de- 
pletion, should be limited to the value 
of those items rather than the greater 
sales the finished building 
Tax Court disagrees and 
may include 
The court cit- 
Sewer Pipe Co. (268 
F.2d 334) [the Supreme Court granted 
certiorari in this case 12/14/59.—Ed.] 
and Iowa Limestone Co. (269 F.2d 398), 
rejects the Commissioner's “least process- 
ing” theory. Under this theory, income 
from the property would be limited to 
the sales of the crudest and least proc- 
essed but marketable product able to be 
derived from a particular mineral any- 


value of 
The 
that 

sales of 


stone. 


rules the 


taxpayer 
finished stone. 


ing Cannelton 


where in the country. The court rules 
that taxpayer’s depletion base is limited 
only to the selling price of the stone 
processed to the point that it is com- 
mercially marketable for the purposes 
for which it is best suited. The court 
notes that there was no market for crude 
building stone. Halquist, 33 TC No. 
36. 


Basis for private annuity is fair market 
value of property transferred {Acqut- 
escence|. Taxpayer, a widow, received 
shares of stock as a bequest under her 
husband's will. She transferred the stock 
back to the company in. consideration 
of the company’s agreement to pay her 
an annuity of $8,000 each year for the 
life. The Tax Court 
held the cost to taxpayer of the $8,000 
annuity was not the cost of a compar- 


remainder of her 


able annuity which would have been 
written by a commercial insurance com- 
pany, but the fair market value of the 
stock at the time of the transfer. de 
Canizares, 32 TC 345, acq., IRB 1959- 


48. 


Sale of sand and gravel under threat of 
condemnation was involuntary. A 
Minnesota State Highway engineer told 
taxpayer, owner of a farm, that if tax- 
payer did not sell to the state the sand 
and gravel from a portion of his land, 
the state would condemn the land. Tax- 
payer made the sale. The Tax Court 
rules that the sale may be reported as an 
involuntary conversion. The court re- 
fuses to follow Rev. Rul. 58-557 which it 
finds is too restrictive in its requirement 
that official must 
have begun before there is a threat of 


condemnation. Maixner, 33 TC No. 20. 


action to condemn 
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Taxation of farmers 


EDITED BY JACK R. MILLER 





Why farmers use cash basis: the election 


brings substantial tax 


gle: CASH-METHOD farmer has three 
specific tax advantages over the ac- 
crual-method farmer: 

1. Deferment of tax liability.—Like 
other taxpayers the cash-method farmer 
can control his taxable income by de- 
ferring or accelerating paying his bills 
and selling his product. 

2. Stepped-up basis at death—The 
successors to the property of a deceased 
cash-method taxpayer receive a more 
substantial benefit than such successors 
of a deceased accrual-method taxpayer 
under the provisions of 1954 Internal 
Revenue Code, Section 1014, which pro- 
vides for adjustments to the basis of 
property received from a decedent. 

3. Livestock sales—The cash-method 
taxpayer deducts as ordinary expense 
the full cost of raisng draft, dairy, and 
breeding livestock, which under certain 
circumstances may later be sold with the 
gain treated as capital gain under Sec- 
tion 1231. The accrual-method taxpayer 
does not achieve such deduction since 
he is required to use inventories. 

These substantial advantages, plus the 
practical impossibility of most farmers 
using the accrual method, were the rea- 
sons given by Harry M. Halstead to the 
House Ways and Means Committee hear- 
ings on Revenue Revision as the reason 
for the extensive use by farmers of the 
cash method of accounting. Mr. Hal- 
stead is an attorney in practice in Los 
Angeles, and is the author of Federal 
Income Taxation of Farmers, published 
by the American Law Institute. 


Cash method traditional 

Farmers have always been permitted 
to use the cash receipts and disburse- 
ments method even though in many 
farm operations receivables and inven- 
tories are substantial factors. This prac- 
tice of permitting farmers to use the 
cash method, Mr. Halstead said, is the 
result of practical considerations such as 
the fact that few farmers have had train- 
ing in bookkeeping, making it impossi- 





advantages 


ble for them to prepare satisfactory rec- 
ords under the accrual method. Even 
where farm operations are large enough 
to employ trained bookkeepers, there 
are few farm areas where such personnel 
are in sufficient numbers to 
make it possible for most farmers to 
keep accrual records. 

The use of the cash method was speci- 
fically considered by the Senate Finance 
Committee and the House Ways and 
Means Committee in 1951 when 1939 
Internal Revenue Code, Section 117 (j), 
was amended to permit capital gains 
treatment certain sales of draft, 
dairy, and breeding livestock. The re- 
ports of those committees at that time 
approved the use of accounting methods 
theretofore used by farmers and recog- 
nized by the Treasury (1951 Cum. Bul. 
380 and 488), which of course includes 
the cash method, even though it must 
have been apparent that if accurate in- 
ventory records on the accrual method 
could be maintained, they would clear- 
ly reflect income of livestock raisers. 

The Treasury has given extensive con- 
sideration to limiting the use of the cash 
method since 1951, but Regulations, 
Section 1.471-6, adopted last December, 
continue to recognize that on first re- 
porting income it is optional with the 
farmer taxpayer whether he uses the 
cash method or the accrual 
From the amount of tax litigation about 


available 


on 


method. 


cash-method farmers, it is also apparent 
that the Treasury finds many objections 
to the application of the cash method 
to farm operations. Nevertheless, Mr. 
Halstead said he believed that the new 
Regulations of the Commissioner per- 
mitting the use of the cash method are 
sound. Those new Regulations may also 
indicate that as a general proposition 
the Treasury would not want legislation 
which would require an extensive use of 
the accrual method in farm operations. 
Another recognition by the Treasury 
of the difficulties farmers have in main- 
taining accrual recurds is contained in 


other concession 


the special provisions of the Regulations 
concerning inventories. For example, to 
simplify recordkeeping by stockmen, an 
exception is made to the general rule 
that inventories are used only to report 
goods held for sale. ‘The exception al- 
lowed is that farmers are given the right 
to inventory animals held for draft, 
dairy, and breeding purposes in the same 
manner as animals held for sale to cus- 
tomers (Regs. Section 1.61—4(b) (7)). An- 
to accrual method 
farmers is the provisions of the Regula- 
tions providing special inventory valua- 
tion methods for farmers (Regs. Section 
1.471—6). Many of the tax difficulties of 
accrual method farmers are in the area 
of inventory valuation. These problems 
do not concern the cash method farmer 
since he can’t use inventories. 

Since growing crops may not be inven- 
toried (for the reason that it is difficult 
or impossible to determine the value 
and amount of such crops with any de- 
gree of accuracy), inventories have their 
major importance among farmers in the 
livestock business. Complex problems 
have arisen in the application of vari- 
ous inventory methods. The existence of 
these problems supports the general con- 
clusion that it is impossible to impose 
the accrual method on farmers. 


Deferment of tax liability 


The advantage the cash method 
farmer has if holding over the payment 
of bills from one year to the next or of 
deferring the sale of his crop from one 
year to the next as a means of controll- 
ing his net taxable income is limited, 
Mr. Halstead said. Moreover, it is the es- 
sence of the cash method of accounting 
and cannot be eliminated so long as the 
cash method must be used by most tax- 
payers and particularly by farmers. Also, 
it is important to realize that there is 
very little difference between the cash 
method farmer and the accrual method 
farmer who produces crops that cannot 
be inventoried while growing and are 
marketed immediately upon harvest so 
as never to be included in inventory. 
Such an accrual method farmer is in fact 
operating on the cash method insofar as 
his crops are concerned. 

It is possible for both the cash method 
farmer and the accrual method farmer 
who does not inventory crops to defer 
their tax liability from year to year by 
continuing to expand their operations, 
creating sufficient cost of production de- 
ductions each year to offset substantially 
all of their gross income. Theoretically, 
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5 
ca \ such operations would ultimately result 
; an | in the payment of higher taxes in the 
rule | year or years in which further expansion 
port became impossible, but this is usually 
ak not the case. Farming is a hazardous 
soht occupation in the sense that weather, 
raft, | insects, and widely fluctuating markets 
ame | are constant threats to the farmer. This 
cus means that the tax savings of one or 
An. | more years is a type of self-insurance to 
thod the farmer who, upon having a crop 
ula- failure merely wipes out his unrealized 
alua- gain of prior years. 
ction }, , 
cal Extraordinary purchases 
ses An extension of the problem of de- 
lems | ferment of tax liability just stated is the 
rmer_ | Practice of some farmers who are on the 
cash method, or who use the accrual 
ven. | method but do not inventory their crops, 
cult | of purchasing substantial quantities of 
value | feed, seed, fertilizers, and other items 
oy as before the end of a taxable year for use 
their | 2 subsequent years, thereby creating a 
the deduction for the taxable year for items 
ylems which do not pertain to the income of 
waht the taxable year. Most farmers are rea- 
ce of |Sonable in their expenditures of this 
lcon- | ‘YP and they are merely acquiring nec- 
nposé | essary items in the ordinary course of 
business for the orderly operation of 
their farms. Where their pattern of buy- 
ing is consistent year after year, there is 
ethod | 2° substantial distortion of income. On 
sent the other hand, there appears to have 
or of | been some instances of unreasonable 
n oné purchase on the theory that it is better 
rtrol- | eliminate the income tax for the cur- 
nited, |@t year and gamble on working out 
the es. | ome way of using the items purchased 
nding | future years than to pay the tax for 
as the |e current year. The Treasury attacks 
Pg this problem by seeking to apply the 
\Iso general provisions of Section 162 disal- 
ae wing expenditures which are not “or- 
: oiele linary and necessary expenses paid or 
idlent incurred during the taxable year in car- 
cannot ying on any trade or business. se 
id are | O° Cravens 30 TC 903, and Ernst, 32 
at 6 [C No. 16 (1959). [Tenth Circuit re- 
eioog* | 9 rsed Cravens 11/25/59.—Ed.] But if the 
in fact laimed expenditures is not a sham tax- 
ofar as | Payers seem to be successful in carrying 
| their burden of proof, and having done 
nethod |® they can rely on Section 461 which re- 
formes | quires that deductions “shall be taken 
Hotes lor the taxable year which is the proper 
ear by taxable year under the method of ac- 
sainall ounting used.” 
| 
ion de |New basis at death 
antially } 
tically, | Under Section 1014 of the Internal 


| Revenue Code of 1954, the basis of prop- 


erty acquired from a decedent is the 
fair market value of the property at the 
date of the decedent’s death or its value 
at the applicable valuation date after 
the date of death where the election to 
use subsequent valuation dates is made. 

If the property was produced in a 
trade or business for sale to customers, 
the difference in the accounting method 
of the decedent is important. Any items 
held in an inventory by an accrual 
method taxpayer will have a basis before 
the taxpayer’s death of its inventory 
value. There will be no difference in 
his estate tax, but the basis of the prop- 
erty will be adjusted only by the amount 
of the difference between the fair mar- 
ket value of such property at the estate 
tax valuation date and its inventory 
value. 

For example, if the inventory value 
of an item is $90 and the 
ket value is $100 at the 
valuation date, a $10 increase in the ba- 
sis of the item will be obtained and 
there would be no taxable gain on a sale 
of the item for $100. The $90 inven- 
tory value is, in effect, deducted only 
once. On the other hand, if the property 
owner is a cash method taxpayer, he 
will have expensed all of his $90 cost of 
production and his product will have a 


fair mar- 


estate tax 


zero basis the moment before his death, 
but by reason of his death it will auto- 
matically receive a new basis of $100 
under Section 1014, and there will be no 
gain on a sale at $100. Therefore, the 
cash method taxpayer and his estate 
have acquired combined deductions of 
$90 more than the accrual taxpayer. 


Livestock sales 
1231 provides capital 
gains treatment for the net gain on sales 


Section for 
of certain types of property, including 
“property used in the trade or business.” 
Section 1231 had its source in Section 
117(j) of the Internal Revenue Code of 
1939 originally enacted in the Revenue 
Act of 1942. Immediately upon the en- 
actment of 1939 Internal Revenue Code, 
Section 117(j), the question arose as to 
whether draft, dairy, and breeding live- 
stock are assets used in a trade or busi- 
ness entitled to the special treatment 
provided by that section. Since a tractor 
or other piece of equipment used to 
cultivate the land to produce crops 
clearly was a Section 117(j) asset, the 
question was, Why couldn’t draft, dairy, 
and breeding animals also qualify? After 
nine years of conflict between taxpayers 
and the Treasury, in which the Treasury 


123 


Taxation of farmers »* 


allowed capital gains treatment in very 
limited situations, the Congress amended 
Section 117(j) in 1951 by adding to the 
definition of property used in the trade 
or business, ‘‘livestock, regardless of age, 
held by the taxpayer for draft, breeding, 
or dairy purposes, and held by him for 
12 months or more from the date of ac- 
quisition. ‘ 


Treasury position 


From the beginning of the controver- 
sy, the biggest objection of the Treasury 
to allowing capital gains treatment on 
breeding livestock was that cash method 
taxpayers have an advantage over ac- 
crual method The accrual 
method taxpayer is entitled to the bene- 
fit of Section 1231 even though under 
his method of accounting he may and 
sometimes must include draft, breeding, 
and dairy livestock in inventory, but 
that benefit 


tax payers. 


is severely restricted in 
amount and sometimes eliminated en- 
tirely because animals have been includ- 
ed in inventory. Where such animals 
are inventoried, they are removed from 
the opening inventory for the year of 
sale and their inventory value, plus cer- 
tain adjustments from the beginning of 


the year to the date of sale, becomes 
the basis for computing gain on sale. 
On the other hand, the cash method 


farmer expenses his feed, labor, and 
other raising costs in producing a herd 
of that raised animals 
have a zero basis. On the sale of these 
animals by the cash method taxpayer, 


animals so the 


the entire net sales price is treated as 
capital gain. This means that the cash 
method farmer has more capital gain 
and more deductible expense to offset 
that the method 
farmer whose gain is reduced by the in- 
ventory value of the animals which has 
not been previously deducted as an ex- 
pense. 

After 


gain than accrual 


1951 Act, the 
Treasury considered amending its Regu- 


the Revenue 
lations to require cash method farmers 
to capitalize their costs of raising draft, 
dairy, and breeding livestock, which in 
theory would equalize the gains of ac- 
crual and cash method taxpayers on the 
sale of such animals. Taxpayers logical- 
ly responded that if equalization of treat- 
ment of cash and accrual method tax- 
payers was desired, then the Treasury 
could exercise its authority to grant the 
requests of accrual method farmers to 
change to the cash method. In support 
of this argument, taxpayers made ref- 
erence to the reports of the Senate Fi- 
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nance Committee and the House Ways 
and Means Committee on the 1951 Rev- 
enue Act which state in effect that the 
Treasury should not restrict the use of 
previously recognized accounting meth- 
ods (1951-52 Cum. Bul. 380 and 488). 
The Treasury concluded that the mat- 
ter was one for legislative action and 
requested that it be considered by the 
Congress. No _ legislative 
forthcoming and the Treasury by letter 
of May 12, 1953, to the National Live- 
stock 


action was 


Tax Committee announced that 
it had abandoned its practice of refus- 
ing requests by livestock raisers to shift 
their tax accounting from the accrual 
to the cash method. 


Tests for breeding animals 

Problems in the application of Section 
1231 
plague the Treasury and the courts pri- 


to livestock raisers continue to 
marily on the question of under what 
circumstances will an animal be deemed 
to be held for breeding purposes. The 
difficulty stems from the very nature of 
the livestock business and the fact that 
the provisions of Section 1231 pertain- 
ing to breeding livestock establish the 
intent of the taxpayer as the ultimate 
test in determining what animals do 
qualify as breeding livestock. 

The 
tions under Section 1231 and its prede- 
1939 
117(j), sought to establish ob- 


lreasury in preparing Regula- 


cessor, Internal Revenue Code, 
Section 
jective standards for determining which 
animals are breeding animals within the 
meaning of those Sections. However, the 
statute itself is not objective. In final 
analysis, the issue is one of the inten- 
of hold 


for breeding purposes, For this reason, 


tion the taxpayer to animals 
the Treasury found it necessary to con- 
dition the specific examples in the Regu- 
that “The 


purpose for which the animal is held is 


lations with the statement 


ordinarily shown by the taxpayer’s ac- 


of the animal” 
1.1231—2(b)). 


tual use (Regulations 


Section Ways of examin- 
ing into the intent of the taxpayer as 
by the and the 


developed Treasury 


courts include: 

(1) Examining the reasons for sale of 
animals. If the sale diminishes the size 
of the breeding herd or if it was occa- 
sioned by unusual circumstances, such 
as drought and disease, this is some evi- 
dence that the animals sold may have 
been held by the taxpayer for breeding 
purposes. 

(2) Considering the age of the animals 
If 


of sufficient 


animals were 


sold. the 


February 1960 


age to have permitted substantial use for 
breeding purposes, then they might 
qualify as Section 1231 animals. 

(3) Examining into the details of the 
operation of the taxpayer's breeding 
herd. Capital gains might result if the 
taxpayer followed a reasonable and gen- 
erally accepted pattern of herd manage- 
ment so as to identify certain animals as 
held for breeding purposes. Such a pat- 
tern might include segregating animals 


at a particular age to be held for breed- - 


ing purposes and reasonable culling 
practices taking into consideration the 
age and number of breeding animals 
sold as compared with sales of other 
live stock. 

Mr. Halstead said that he believed 
that it is not possible to formulate an 
objective statutory definition of livestock 
held for breeding purposes under Sec- 
1231 
question has set sufficient standards for 
practical application of the statute. Any 
change in the statutory language of Sec- 


tion and that litigation on this 





tion 1231 to attempt further definition 
of the term “livestock held for breeding 
purposes” would do little more than 
promote further litigation. 

In concluding Mr. Halstead turned to 
the problem of under-reporting of in. 
come from farming and urged more pub- 
licity on record keeping requirements 
and more frequent audits of farmers re. 
turns, “I do believe’ he said “that 
much can be achieved through increas. 
ing the facilities of the Internal Rey-} 
enue Service in rural communities to 
assist farmers where accounting and tax 
advice otherwise is not available and to 
increase audit activity. An audit of a 
taxpayer may not result in an additional 
amount of tax for the year under con- 
sideration, but the educational effect of 
an audit on a taxpayer usually results in 





better recordkeeping in subsequent 


years. There are few, if any, taxpayer 


' 
groups more in need of education in} 
recordkeeping and tax procedures than} 
farmers. 


New decisions on exem pt institutions 








Cost, not retail market value, measures 
charitable contribution. Taxpayer, prin- 
cipal stockholder and officer of several 
new car dealerships, personally pur- 
chased thirteen automobiles and donated 
them to the United Jewish Appeal. The 
cars were purchased through a special 
the 
specific condition that they be donated 


division of General Motors under 
and not resold either by taxpayer or 
his corporations. Taxpayer paid $17,000 
for the cars but claims a charitable de- 
duction of $24,000, the retail value of 
the cars. The Tax Court limits the de- 
duction to $17,000. The court notes that 
the 
fair market value of property contrib- 


generally a taxpayer may deduct 
uted to a charity. However, restrictions 
on marketability must always be con- 
sidered and since taxpayer could not re- 
that it 
would be unrealistic to permit a deduc- 


sell these cars, the court finds 
tion based on retail value. Cooley, 33 


TC No. 26. 


Used clothing stores for charity taxable 
as feeder. Taxpayer was organized under 
Utah law as a non-profit corporation. 
It solicited donations of used clothing 
which it sold through two retail outlets. 
All of taxpayers profits were donated to 
the Disabled American Veterans, except 
for a portion reserved to pay the pur- 
chase price of the business to the former 





operator. The court finds that taxpayer} 
is a feeder organization taxable under 
Section 502 the 1954 Code. The} 
business would be exempt from taxa‘ 
tion under Section 513 of the 1954} 
Code if operated by the Disabled Am 
erican Veterans itself; that section spe 


of 


cifically excludes from taxation profits} 
from sales of property received by aj 
charity as donations. No similar provi} 
sion is contained in Section 502 govern 
ing feeder organizations. It is clear that| 
Congress intended no such exemption} 
for the latter, particularly since that} 
section does provide for an exemption] 
for income from the rental of real prop 
erty. Veterans Foundation, DC Utah, 
10/21/59. 
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This cumulative index of all significant current practical tax 
material is published monthly. It covers current books and 
pamphlets and articles published during the past four to six 
months. Articles published in the Journal of Taxation during 
that period are included; however, articles in this issue appear in 
the cumulative index next month. To locate material in this issue 
see the Table of Contents on the first page. Also included are: 
a subject index; an index to cases, rulings and Code sections dis- 
cussed and an author index. It will in January and July include 
a list of names and addresses of all publishers whose material is 
indexed. References which are removed after six months will ulti- 
mately be published in a pamphlet, cumulating for several years. 


GENERAL—BOOKS 


Holzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
taxpayer’s arguments in each case 
opposite the finding. 

Mitchell, W, Records Retention, Ells- 

(New York, 


worth Publishing Co. 
1959) 48pp, $5.00, a Practical Guide. 

Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 
keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 
dar 

Montgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander’s Federal Tax 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 126lpp. $20.00 

Summa, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 13lpp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

1958’s Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 

Corporation 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 56pp 
$2.00 


Individual’a 1959 Filled-in Tax Return 


orms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 
48pp $1.00 


Federal Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 

Tax Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

indexes 

Cumulative Index 1948-1958 Tax In- 
stitutes University of Southern Cali- 


fornia School of Law on Major Tax 
Planning, Banks and Company, (AI- 
bany, 1959). 
GENERAL—ARTICLES 
Important provisions of the 1958 Act, 
the problems they were intended to 
solve, what they provide and the 
new difficulties they raise, Thomp- 
son R S, SCallithInst59p1, 74pp 
ACCOUNTING—BOOKS 
Greenfield H & Griesinger F K, Sale- 


Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Me- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred w, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’s arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Analysis of Teleservice case holding 


grants-in-aid of construction are in- 
come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, 1p 

New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, il 
JTAX364, Dec59, 4pp 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations, Dale E R, 11TaxExec158, 


Jan59, llpp; similarly 11JTAX263, 
Nov59, 5pp 
Summary of taxable and nontaxable 
methods of disposing of installment 
obligations, JAccount79, Aug59, 1p 
reserves 


Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 

Hansen case analyzed; seen as inappli- 
cable to withholding of finance charges 
(written before Supreme Court denial 
of certiorari in Wiley, which saw no 
distinction), Baumgartner E D, 13 
PerFinLQR129, Fall59, 3pp 

Taxation of dealer on full sale price of 
financed sale, despite holdbacks by 
finance company, approved as in ac- 
cord with step transaction cases, 27 
GWashLR608, Apr59, 5pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W B, 18CLUJ14, Winter58, 
12pp; 10JTAX322, June59, 5pp 


CAPITAL GAINS AND LOSSES 


Penetrating analysis of recent decision 
on capital asset concepts: property 
vs. anticipation of income; what is 
sale or exchange; transfers reserv- 
ing rights; minerals, patents, copy- 
rights considered, Zarky H P, SCal 
1lthInst59p357, 46pp 

Tax can exceed 25%. Example of high 
rate on some gains when other income 
falls below the point at which the 
alternative tax applies, 107J Account 
76, May59, lp 


COLLECTION OF TAXES 


Extension agreements for payment of 
income taxes and offers in compro- 
mise; the law and the current admin- 
istrative practice, Harpole M E, SCal 
lithInst59p548, 14pp 

IRS studying underreporting of interest 
and dividends; may urge withholding, 
11JTAX294, Nov59, 2pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Summary of the status of pre-bank- 
ruptcy tax liabilities and the tax 
obligatior of the receiver, Shapiro B, 
SCalllthInst59p587, 20pp 


liens 

How tax liens affect the property of 
the deliquent; rights of the govern- 
ment, McHale E R, SCallithInst59p 
607, 20pp 


COMPENSATION 


Cases on payments to widows under the 
1954 Code analyzed; Rodner criticized; 
author concludes all non-contractual 
payments are gifts, Jennings V J, 
37Taxes531, Jun569, 9pp 

duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Cox A H, NYUI7th 
Inst, p905, 28pp 

Gratuitous death benefits and leading 
cases on effect of 1954 Code change 
analyzed, Cardon J A, 11TaxExec353, 
July59, 12pp 

Law regulation and cases on back pay, 
Harpole M E, SCallithInst59p533, 
6pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Payments to widows under the 1954 Code 
discussed in light of changes in the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 


CORPORATIONS—BOOKS 


Holland, Daniel M, The 
Burden on Stockholders, 


Income-T aa 
Princeton 


University Press (Princeton, 1958), 
24lpp, $5.00. 

Lore, M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 


26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 


stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 


problems, Tekampe F, Greene R, 11 
JTAX130, Sep59, 5pp 

accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 


man D & Berger T, 11JTAX196, Oct 
59, 3pp 
CPA discusses defending surplus by 


financial statement analysis, compari- 
son with industry averages and other 


accounting studies. Appendices list 
published sources of comparative 
statistics, examples, in figures, of 


forecasting, Kendall J A, SCalllth 
Inst59p225, 27pp 

Need for development of pre-trial mo- 
tions procedures for accumulated 
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Statement of the law applicable to dis- 
tributions; consideration of regula- 
tions, cases and IRS practice in prob- 
lem areas; estate, gift and social se- 
curity aspects briefly mentioned, 
Meyer R L, SCalliithInst59p811, 39pp 

Treasury new rule permitting em- 
ployee contributions up to 10% of 
compensation seen as in effect per- 
mitting tax-sheltered trust for execu- 
tive’s personal investments; comments 
on use in smaller closely-held corpo- 


rations, Chatterton H W, 12JTAX17, 
Jan60, 3pp 

PERSONAL—BOOKS 

Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 


and small-corporation financial and 
tax planning 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
o 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 


$1.00 
POLICY—BOOKS 
Blough, The Federal Taxing Tl roceas, 


Prentice-Hall, Englewood Cliffs 
Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin. -free) 
POLICY—ARTICLES 

CPA urges drastic revision ending 


lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Equity requires that taxpayers be re- 
imbursed for costs of litigation par- 
ticularly when suit is necessary be- 
cause IRS is not acquiescing in Tax 
Court position or Tax Court is refus- 
ing to follow the law of the tax- 
payer’s circuit, Brown L M, 465 
ABAJ978, Sept59, 2pp 

From study of aggregate statistics of 
corporate income over long period of 
time, economist on staff of Ways and 
Means Committee concludes that the 
corporation income tax is probably 
borne by the corporation and not 
shifted to the consumer, Brannon G 
M, 11TaxExec314, July59, 16pp 


PROCEDURE—BOOKS 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore M M, How To Win A Taz Case, 
Prentice-Hall, (Englewood Cliffs) 


PROCEDURE—ARTICLES 


Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, LIJTAXIES, Sep59, 2pr 

IRS begins acceptance of information 
returns on magnetic tape; revolution- 


Cumulative Index to Current 


ary changes in auditing procedures 
foreseen, 11JTAX361, Dec59, 1p 


REAL ESTATE—BOOKS 


Anderson P E, Taz Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 

Apportionment and Allocation of Corpo- 
rate Net Income for State Tazes, 
Controllership Foundation, Inc., (New 
York, 1959) $1.50. 

Appraisal and Assessment of Shopping 
Centers, National Association of As- 
sessing Officers (Chicago) , 47pp $3.00. 
Articles on the appraisal and assess- 
ment of modern shopping centers. 

Assessment of Household Furnishings, 
1953. National Association of Assess- 
ing Officers (Chicago). 28pp, $3.00. 

Assessment Organization and Person- 
nel, 1941, National Association of 
Assessing Officers (Chicago) 429pp. 
$7.00. Description and analysis of the 
powers and duties of local and state 

ies and the person- 
nel policies followed in staffing such 
agencies, together with recommenda- 
tions. 

Assessment Principles, Revised edition, 
1939. National Association of Assess- 
ing Officers (Chicago) 106pp, $3.00. 
80 fundamental requisites to success- 
ful practice, as officially adopted by 
the Association. 

Assessment Study Guide, Revised edition 
1955, National Association of Assess- 
ing Officers (Chicago) 52pp. $2.00. 
A bibliography of generally available 
material covering important phases of 
the assessment function. 





Assessment Terminology, Revised edi- 
tion, 1956, National Association of 
Assessing Officers (Chicago) 42pp, 


$2.00. A glossary of over 500 terms 
commonly used by assessing officers. 
Construction and Use of Tax Maps 1957, 


National Association of Assessing 
Officers (Chicago) 5ipp, $2.00. A 
practical manual for assessors on the 
preparation, maintenance, use and 


cost of tax maps. 

Depreciation of Buildings for 
ment Purposes, 1943, National As- 
sociation of Assessing Officers (Chi- 
cago) 66pp, $3.00. A description and 
analysis of the techniques used by 
practicing assessors. 

Exemption and Preferential Tazxation 
of Factories, 1951, National Associa- 
tion or Assessing Officers (Chicago) 
19pp, $2.00. 

Interstate Income Law, Contents in- 
clude text of the law, discussion of 
leading Supreme Court decisions, 
state-by-state analysis of the situa- 
tion in states currently in position to 
tax interstate business. Prices: 50-99, 
$.70 ea. 

The Assessment of Leased Equipment, 
Valuation principles and methods, re- 
cent decisions analyzed; forms used 
in various jurisdictions. National 
Sones of Assessing Officers, Chicago 
37, Ill. 


REAL ESTATE—ARTICLES 


Disposition of property mortgaged in 
excess of basis; sale, foreclosure, con- 
demnation, gift considered; rules ex- 
plained, doubtful areas pointed out, 
Spears M_ SS, SCallithInst59p883, 
26pp 

Fictitious decision of 1981 explains the 
Illinois land trust and the problem 
of associations taxable as a corpo- 
ration, Lassers W J, %87Taxes539, 
Jun59, 7Tpp 

Planning for the subdivision and sale 
of real property: avoiding dealer 
status, syndicates as partnerships or 
corporations electing under Subchap- 
ter S, Purvis H, 11JTAX143, Sep59, 
3pp 

Real estate man describes some taxfree 
exchanges of property which he ar- 
oe Bernfeld H, 11JTAX220, Oct59, 
pp 

Tax advantages and disadvantages of 
organizing a syndicate as a trust, a 
partnership, a limited partnership, a 
corporation or a corporation electing 
under Subchapter S, White B F, SCal 
llthInst59p851, 20pp; similarly 12 
JTAX48, Jan60, 3pp 

Treasury drops opposition to exemption 
for real estate investment companies, 
11JTAX316, Nov59, Ip 


RETROACTIVITY 


Economist considers the questions of 
equity arising in allowing retroactive 
election of LIFO. Concludes that 
equity is almost impossible to achieve 
and in any case it is not desirable to 


Assess- 
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stimulate the growth of LIFO, Bar- 
ron J F, JAccount46, Aug59, 6pp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 


Analysis of HR 10, Self-Employed In- 
dividuals Retirement Act as passed by 
the House in 1959, Pelino J W, 63 
DickLR335, Jun59, 9pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, 11JTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 


Interstate Income Law; Text and ex- 
planation of PL 86-272; CCH, Chi- 
cago and New York, 64pp, $1 

Morton A, Housing Taxation, The 
UnWersity of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

State & Local Government Finance in 
1957; Bureau of the Census, Washing- 
ton, C., T5pp $1; this is the 
eighth in a series of releases designed 
to make findings available: from the 
1957 Census of Governments 

State Taxation of Interstate Com- 
merce, Machinery & Allied Products 
Institute (Washington), 3lpp, $1, 
Legislative history of PL 86-272 as a 
guide to its interpretation 


STATE AND LOCAL TAXES—ARTICLES 


Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
248, Oct59, lp 

Do state and local taxes influence the 
location of new industry? Articles 
present the positions taken by the 
authors in a debate at the 1958 Los 
Angeles ABA meeting, Brabson G D 
and Maloon J H, 87Taxes635, July 
59, 12pp 

Explaining a new index te measure 
relative tax burden; it is a combina- 
tion of taxes per capita and taxes as 
a per cent of income, Frank H J, 12 
NatTaxJ179, Jun59, 7Tpp 

income toxes 

California changes rates; conforms de- 
preciation and capital gains to Fed- 
eral, Bock R S, 11JTAX357, Dec59, 


Tax Literature « 


p 

Criticism as unduly formalistic of NY 
ease denying allocation, for unincor- 
porated business, of income of 
brokerage firm which had formed 
separate Texas and Brazil partner- 
ships to comply with local law on 
ground that NY firm could not do 
business in those places, 34NYULR 
976, May59, 9pp 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, 1p 

inheritance 

Illinois, Michigan and Ohio compared 
in treatment of joint interests, con- 
tingent remainders, powers of ap- 
pointment, life insurance proceeds, 57 
MichLR864, Apr59, 21pp 

interstate commerce 

Georgia tax official sees new Federal 
limitation on state taxes as uncon- 
stitutional and unfair in principle to 
consuming states, Cox F L, 11JTAX 
354, Dec59, 4pp 

More comprehensive Federal legislation 
needed to solve problems in state 
taxation of interstate commerce to 
which the courts have been unable to 
find equitable solutions. Leading cases 
reviewed, Mickey P F and Mickum 
G B, 11JTAX281, Nov59, 3pp 

New Federal limitation on state taxa- 
tion of interstate commerce seen as 
vague and inequitable; change fore- 
seen, 11JTAX279, Nov59, 3pp 

New law prevents extension of state 
tax on interstate business; 11JTAX- 
241, Oct59, Ip 

Senate Small Business Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 
ness has property or people in the 
state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’69, 3pp 

Supreme Court wi review Scripto 
ease requiring out-of-state firm to 
collect Florida use tax on Florida 
sales, 11JTAX357, Dec59, Ip 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
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state formulas for apportionment of 
income, 11JTAX241, Oct59, lp 

Though Supreme Court has widened 
power of state to tax, Federal legis- 
lation is seen as needed to cope with 
allocation problems, 33TulLR870, Jun 
59, 5pp 

intergovernment immunity 

Brief statement of a proposal to pro- 


vide a practical solution. Groves H 
M, 1959WiscLR167, Mar59, 4pp 
Present state of the law summarized; 


recent cases 13WyoLJ229, 


analyzed, 


Spr59, 5pp 
interstate commerce 
New Mexico case upholding non-dis- 


criminatory occupation tax as applied 
to interstate salesman criticized 
(written before Northwestern-Stock- 


ham decisions) 5WaynLR271, Spr59, 
4pp 

property tax 

Economist summarizes personal prop- 
erty taxation in the United States 


and comments on principal problems. 
Addressed to accountants, Lynn Jr., 
A D, 29NYCPA350, May59, 6pp 
First of a series explaining assessment 
of utility properties, 30regST@xB5, 
May59, 5pp 
Flying Tiger case 
tions on 
Supreme 
59, 4pp 
How a Minnesota county carried out 
a revaluation program, Schwartz E 
C, 1AssessAdmin35, May59, 2pp 
How county tax departments in Michi- 
gan help local assessors, Pealy R H, 
25Assessors’NL51, May59, 3pp 
Residence assessment problems 
small growing Canadian 
J D, 1AssessAdmin24, 


presents new ques- 
taxation of airplanes to 
Court, 72HarLR1584, Jun 


of a 
town, Jellis 
May59, 2pp 


Summary of state laws exempting 
veterans’ property, 25AssessNews5, 
Aug59, 2pp 

sales tax 

States extend sales tax to services 11 


JTAX112, Aug59, Ip 
SOCIAL SECURITY 


Definition of 
Security 


disability used by Social 
Administration being studied 


at Congressional hearings: recent 
cases reported, 11JTAX310, Nov59, 
9 
2pp 


STOCK MARKET OPERATIONS 


Low- -coupon 
a discount 


Treasury 
provide 


issues selling at 
opportunity for 


capital gain income; other tax ad- 
vantages in Treasurys, Spencer M M, 
11JTAX284, Nov59, 8pp 


Tax Court procedure provides equiva- 
lents of pre-trial and discovery rules 


of the Federal district courts; little 
need for change seen. Development 
of the argument is here made 
through analysis of working of Tax 
Court rules, Bennion A Y, SCalllth 
Inst59p405, 23pp 

TAX PRACTICE—BOOKS 

Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 


The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 

Isaacson B B, Guides to Successful Ac- 
counting Practice, American Institute 
of Certified Public Accountants, (New 
York, 1959), $3.50, 162pp. A compila- 
tion of notes and comments that ap- 
peared in the Practitioners Forum de- 
partment of the Journal of Accoun- 
tancy. One chapter is devoted to tax 
practice, and much of the comment 
throughout the book, though directed 
to accountants, might be read with 
profit by lawyers. Covers office proce- 
dures, relation with clients and staff, 
fees and billing, etc. 


TAX PRACTICE—ARTICLES 


ABA unauthorized practice committee 
issues opinion that estate planning 
is practice of law, 11JTAX344, Dec 
59, lp 

Co-chairman of National Conference of 
Lawyers and CPAs discusses proposed 
code of conduct that would limit dual 
practice and announcement of dual 
qualifications, Jameson W J, 36UDet 
LJ440, Apr59, 17pp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which they are 
trustees, 11JTAX182, Sep59, Ip 

Counsel for taxpayers in Associated 
Patentees litigation tells how litiga- 
tion began in a minor controversy 
pressed thoughtlessly by the IRS and 
grew into a leading case on tax re- 
duction, Cochran H P, 11JTAX358, 


The Journal of Taxation 


February 1960 


Dec59, 4pp 

CPA describes how his firm handles a 
volume of returns for smaller tax- 
payers efficiently and profitably and 
finds the work excellent staff train- 
ing, Myers M, 12JTAX2, Jan60, 5pp 

General description of the work and 
professional organizations of account- 
ants, written for lawyers and empha- 
sizing contacts with lawyers, particu- 
larly in tax matters, Jennings A R, 
86UDetLJ399, Apr5d9, llpp 

58% pass Treasury examination for 
special enrollment, 11JTAX313, Nov 


59, lp 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, Ip 

Need for development of pre-trial mo- 
tion procedures for accumulated earn- 
ings cases seen. Congressional intent 
to prevent IRS using threat of 
penalty tax improperly requires Tax 
Court to encourage preliminary mo- 
tions to develop facts, Wagman S P, 
37Taxes573, July59, lp 

NY court holds that lawyer had lien 
paramount to Federal government’s 
and was entitled to percentage-of- 
award fee from tax-delinquent client 
who obtained judgment in the litiga- 
tion handled by the lawyer, Simon K, 
Mintz C, 17BB29, May-June59, 2pp 

Proposal to ban dual practice by the 
lawyer-CPA seen as unfair and illogi- 
cal, Wilson J R, 36UDetLJ464, Apr 
59, 26pp 

Relationship of lawyers and account- 
ants, as individuals and through pro- 
fessional societies, reviewed. Tax 
problems covered, Queenan J W, 36 
UDetLJ422, Apr59, 18pp 

Review of the controversy between law- 
yers and accountants over tax prac- 
tice, thoroughly footnoted to the cases 
and the literature, Atkins R R, 36 
UDetLJ464, Apr59, 26pp 

Specialization means higher income; 
ABA control asked, Sammond F, 11 
JTAX312, Nov59, 1p 

Successful negotiations depends on 
awareness of agent’s duties and obli- 
gations, IRS policy and duties of the 
enrolled person. Comments on how 
to negotiate, Freeman H A and Free- 
man N D, 11JTAX93, Aug59, 3pp 

Tax problems an auditor should consider 
as he goes through his program. Com- 
ments and questions arranged in the 
same orders as typical audit program, 
Fletcher W H, 4NatPA2, Apr59, 4pp 
(Part I). 

Text of joint statement by NY State 
Bar and NY CPA Society at forma- 
tion of committee to investigate vio- 
lations of National Conference state- 
ment on proper tax practice for each 
profession, 10JTAX186, Mar59, 2pp; 
also printed in 29NYCPA95, Feb59, 
5pp and 31INYSBB852, Feb59, 5pp 

Treasury to hold examination for spe- 
cial enrollment in Fall 1960 in con- 
tinuing attempt to increase number 
of persons practicing before Treas- 
ury, 11JTAX344, Dec59, 1p 

Treasury not always enforcing limita- 
tions on preparers, survey by CPA 
shows, 11JTAX342, Dec59, 3pp 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed to 
run it, Purvis D, 11TaxExecl18, Oct 
58, Tpp; similarly, 11JTAX235, Oct59, 
lp 

Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz B V NYUI17thInst, p125, 
10pp 


TIMBER—BOOKS 

Falk. Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, 
and Taxation, 
eld 
$42.5 

Olson t L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 


Trust Administration 
Matthew Bender & Co., 
York) 2 vols., (loose-leaf) 


mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Brief practical comparison of custodian 
gifts and trusts; author concludes 
that lower costs of custodian gifts 
are more than offset by rigidity of 
form, er D §, 45ABAJ751, 
Jul59, 

Desirability of the grandfather trust 
in the light of the current law; in- 
come estate and gift tax problems of 
grandfather-donor, parent and grand- 
child, Sayles R A, SCallithInst59p 
675, 14pp 

Explanation of tax savings through 
use of short-term trusts for support 
and to accumulate income _ for 
children. Written as an example of 
application in typical case, Monyek 

,» TAYoungJ8, July59, 9pp 

Family tax savings in 10-year trusts, 
two-year charitable trusts; gift tax 
and estate tax implications; practical 
and comprehensive, Yohlin H, 14Tax 
LR109, Nov58, 28pp; similarly 5Prac 
Law37, Feb59, 25pp 

General consideration of financial prob- 
lems of a family and how support 
trusts and gifts to custodians can 
provide an answer at considerable tax 
saving if they are carefully planned, 
Raymond J J, 11JTAX104, Aug59, 
8pp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cushing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Income estate and gift taxation of re- 
vocable trusts explained, Williams L 
and Heffernan J V, 11JTAX306, Nov 
59, 3pp 

May, or should, trustee make adjust- 
ment in trust accounts for tax sav- 
ing or tax burden shifted by his dis- 
cretionary act? Cases analyzed; sug- 
gested clause to authorize trustee to 
adjust is included, Miller B S and 
Yellon D J, 11S TAX, Dec59, 5pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX113, Aug59, 2pp 

Tax aspects of common administrative 
powers of fiduciaries with. comments, 
advice and suggestions for draftsmen. 
Covers powers related to marital de- 
ductions (allocation of unqualified 
interests, unproductive property, ac- 
celerating income payments, inva- 
sions, death taxes) powers of dis- 
tributions (power to alter economic 
benefits, support and invasion powers, 
beneficiary’s income tax) administra- 
tive powers (principal and income, 
allocations, abandonments, loans, in- 
surance, consolidation, disclaimers 
and releases, termination) powers re- 
lated to estates (apportionment of 
tax, valuation, optional deductions). 
Also, oil and gas interests, com- 
munity property, capital gains, Sub- 
chapter S elections. Prepared by 
ABA Subcommittee, Lauritzen C M 
et al, ABAProbate&TrDiv59proc89, 
36pp 

Uses of trusts in planning especially, 
short term, for minors, insurance and 
multiple trusts; income, gift and 
estate tax problems of each, Kirby 
V N, SCallithInst59p627, T7pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, 1p 


UNEMPLOYMENT TAXES 

NY permits voluntary contributions by 
employers; example of saving in vol- 
untary payment, 11JTAX180, Sep59, 


Ipp 

VALUATION 
Investment banker’s address to CPAs 
gives thoughtful, though general, 
comments on how he approaches 
valuation of shares in a_ business, 
Stodder J W, TICPA17, Sum59, 6pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The firxt word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—tazx 


Altdorfer—acc—deferred 
Alprosa—losses, carryback—legislative 
availability 
American Dental—income—review 
Amherst—oil, gas & min—aggregation 
Arnfeld—capital gain—penetrating 
Associated Patentees—tax prac—c 
aird—acc, reserves—criticism; Hanae 
Bankline—oil, gas & min—LaGloria 
Bausch—inc, in resp decedent—what 
Beacon Brass—fraud—counsel 
Bixby’s Est—trusts—may 
Blumenthal—trusts—taz 
Boettinger—alimony—husband 
Bond—dé&e, interest—analysis; ins—ab, 
tack 
Borg-Warner—s&l, immunity 
—present 
Bounds—comp—gratuitous TN 
Braniff—s&l, property—Flying T 
British Motor Car—losses, carryback— 
legislative 
Burnett—inc, in resp decedent—what 
Cammarano—dé&e, illegal—careful 
Carter—farm—tax 
Carpenter—farm—Treasury 
Coastal Oil—losses, carryback—legisl 
tive; corp. formation—first 
Commercial Trust—trusts—may 
Continental Motors—s&l, intergov im 
munity—present } 
Cowden—comp—oil 
Crane—real est—disposition 
Crother—d&e, t&e—lumberjack, recent 
Cuba Railroad—inc—Teleservice 
Decker—corp, close—thoughtful 
Detroit Edison—ine—Teleservice 
Detroit Park Shelton—real est—taz C 
Dippel—joint ret—joint 
Donovan—losses, carryback—legislatin Ar 





intergov 








s2a4 


sasasass 


<a 


Draper—joint ret—joint of 
Ducros—corp, buy-sell—penetrating nu 
Dwight’s Trust—trusts—may 195 


Elko Realty—losses, eairyback—Iene abc 
tive 


Emmons—insurance—attack 101 
Evans—depreciation—reversal, Treasury 108 
Flying Tiger—s&l, property—F lying 145 
Faber—alimony—husband 162 
Fifth Ave. Coach—account, accrual 178 

tax 179 
Frigidaire—excise—General 267 
Galt—partner—practical 269 
General Geophysical—corp, close 302 

thoughtful 805 
Gibbs—farm—tax $41 
Glover—acc, reserves—criticism 346 
Goodstein—ins—attack 346 
Goodstein—d&e, interest—analysis $55 
Hansen—acc. reserves—criticiam $57 
Heininger—dé&e, illegal—careful 361. 
Herff—real est—disposition 381 
Hertz—deprec—reversal 382 
Holsey—corp, buy-sell—penetrating 481. 
Hooks—inc, in resp decedent—what 631. 
Hoover Motor—dé&e, illegal—careful 673 
Hopkins—fraud—disallowance 677- 
Howard—corp, reorg—tar 691.- 


Howe—inc, in resp decedent—what 
Hutchens Steel—losses, carry — av 911. 
ability 101’ 








Jacobsen—income—review 1235 
James Realty—corp, formation—first 124: 
Kelley—corp, close—thoughtful 124: 
Kintner—partner—practical 130: 
Klein—inventory—brief, tax 204) 
Koma—corp, buy-sell —penetrating 250: 
Kruse—corp, close—thoughtful 4015 
Lake—capital gain—penetrating 616¢ 


Levy’s Est—trusts—may 
Lewis—farm—tazx 





Libson Shops—losses, carry—availabil 

ity 7 
Lilly—d&e, illegal—careful 
Linde—inc., in resp decedent—what 


Long Poultry Farms—farm—Treasi 

MacFarlane—inc, in resp decedent¥ 
what 

Marlor—dé&e, education—expenses 

Massey Motors—deprec—reversal 


Metropolitan Company — corp, close 
thoughtful 
Mill Ridge—losses, carry—availabililj 





Legislative 
Mill Ridge—corp, formation—first 
Nippert—s&l, inter com—New 
Northwest Airlines —s&l, property 
Flying 
arthwestern States Portland Cement 
s&l, interstate com—brief; Georgi 
though 
O’Daniel—inc, in resp decedent—whél 
Osteen—d&e, t&e—disallowance 
Pelton Steel—corp, buy-sell—penetr 
ing—tax court—wneed 
Penton—losses, carry—availability 
Pittston—capital gain—penetrating 
Reed—comp—cases 
Reedy—comp—gratuitous 
Rice Est—trusts—may 
Robbins—s&l, inter comm—New 
Rodner—inec, in resp decedent—whf 
gratuitous 
~s Chemical—corp, close—thougl 
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